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12 Chapter 2

The U.S. military pension plans examined in this volume were all defined
benefit plans, as were most of the early state and local plans. The initial
reliance on defined benefit plans reflects the work and retirement incen-
tives associated with these plans and the limited financial markets that
existed during much of the nineteenth century.

pefined 'Benefit Plans

Today, most defined benefit plans specify a retirement benefit based on
years of service with the organization and the worker’s final average annual
earnings during the last three or five years on the job. Some collectively
bargained plans base benefits solely on years of service. Workers must
. remain with the organization for a sufficient period of time, typically five
years, to become vested in the pension plan. Once vested, the worker has a
legal claim on future retirement benefits and is entitled to a benefit at the
retirement age specified in the plan.? This means that the worker can leave
the firm prior to the specified retirement age and still receive a benefit in
the future. e C '

Most of the early public plans specified a retirement benefit based on the
position or rank of the individual. Benefits were usually specified in terms
of percentage of monthly pay. In order to receive a retirement benefit, the
individual had to remain with the organization for many years, typically
20 to 25 years but often longer. Leaving prior to that time meant that the
employee would not receive any benefits. The lack of vesting in these early
plans provided 2 strong incentive for woikers to remain on the job until
they reached the age of retirement. Since discharged workers could not
expect to receive any pension benefits, these plans also provided additional

. motivation for workers to perform at a high level so they would not be fired.
Of course, there were some moral hazards built into the employer’s side of
these contracts, since employers had an incentive to dismiss workers as they

- approached retirement age and thus became eligible for pension benefits.

Employer-provided pension plans are a significant component of total
employee compensation for covered workers. As such, the value of these
“plans helps employers to attract high-quality new workers. In. addition,

. workers who have low discount rates will place a higher value on the
promise of retirement benefits, and employees who are otherwise ‘more
likely to remain with. the firm for longer periods of time will place a higher
value on the pension plan (Ippolito 1997). Thus, employers can use pen-
sion plans to help sort workers based on their propensity to remain on the
job. Companies that have relatively high costs of hiring and training work-
ers will want to minimize turnover. These companies are more likely to
establish retirement plans that provide incentives for workers to remain
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Pension Economics 13
A simple numerical example can illustrite this point. Suppose a worker .
is considering two job offers. The first pays only a monthly salary of $1,000
while the second offers a salary of $950 per month plus a pension plaxn
of $250 per month conditional on the worker remaining with the firm for
20 years. These two compensation policies are depicted in Figure 2.1. The
prgasént yalue of this future benefit depends on the interest and discount
rates and the probability that the individual remains with the firm until
retirement. Workers expecting to leave the firm after only a few years will
prefer the first job while workers who expect to remain with the firm for at
least 20 years will be more likely to consider accepting the second job offer. -
By deferring a part of labor compensation, the firm is less likely to attract
workers with high probabilities of turnover and more likely to hire individ-
uals who are willing to remain with the firm for a long period of-time.
Once employed, workers evaluate the gain from remaining on the job

pensation is the change in the present value of expected retirement benefits
from working an additional year. This is called the benefit accrual. In a
legal sense, accruals are zero until the individual becomes vested in the
pension; that is, a worker who quits or is fired for nonperformance will not
receive any benefit unless he has worked the minimum amount of time
required for vesting. Once having been employed for the minimum num-

firm and ultimately receive a pension. This pension will typically become.
larger the longer the person stays with the company. These benefit accruals
represent a componeént of annual compensation and are an incentive for the
worker to remain with the firm (Ippolito 1985; Kotlikoff and Wise 1989).

Workers may look ahead to the promise of future benefits and calculate
the gain in those benefits conditional on remaining with the organization.
One of the innovations of modern pension economics was to place these
pension expectations within the context of implicit long-term employment
contracts (Lazear 1979; Ippolito 1985). These models assume workers can
calculate the value of future retirement benefits if they remain with the firm
and the value if they quit. Again, this “quit” pension is zero if the worker is
not vested. The difference between the pension conditional on remaining
with the organization and the pension if the worker quits is the loss in pen-
sion wealth associated with changing jobs. The bigger this difference, the
less likely workers are to quit (Allen, Clark, and McDermed 1993; Ippolito
1987; Mitchell 1982). For example, a study of federal workers in the last
quarter of the twentieth century concludes that the very low turnover rate
among federal employees is, at least partly, due to the unusually large pen-
sion penalties for leaving the civil service before the age of early retirement
(Ippolito 1987). ' :

Once again, a simple example can illustrate the importance of the pen-
sion incentive. Assume that a worker earns $20,000 during the first 20 years
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$
1,000 - Option One Wége
950 Option Two Wag'e'
250 Option Two
Pension
: Years
20 30

Figure 2.1. Compensation profiles with and without a pension. Two potential earn-
ings profiles illustrate how a firm can use the promise of a pension to reduce
turnover. The analysis is based on a 20-year worklife followed by 10 years in retire-
ment, with an interest rate of 3 percent. Compensation option 1 provides a wage of
$1000 per month; the present value of working for 20 years is $178,800. Obviously,
any worker expecting to leave the firm with less than 20 years of service would pre-
fer option 1. . 4 ’

- Option 2 provides $950 per month plusa pension of $250 per month conditional
on the worker remaining with the firm for 20°years. The worker gives up $50 per
month in exchange for a retirement annuity of $250. The present value of $50 per

month for 20 years is $8,940; the present value (at the hire date) of $250 per month

commencing after 20 years and lasting for 10 years is $14,177. Thus under option 2
the present value of total compensation is $184,037. .
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of her working career and $40,000 over the last 20 years of work. Further
assume that her annual earnings will not be affected by changing jobs and
all employers offer a defined benefit plan that provides a benefit that is
equal to one percent of average earnings over the last five years of employ-
ment. A worker who spends all 40 years working for a single firm will have
a retirement benefit of $16,000 per year—that is, 40 years of service times
$40,000 per year in average earnings times 0.01. This last figure, 0.01, is -

- sometimes referred to as the “generosity factor.” .

If she changes jobs after 20 years of employment, she will receéive two pen-
sions, one from each firm that employed her for 20 years. The pension
from the first job would be $4,000 (20 years of service times $20,000 times
0.01) and the pension from the second job would be $8,000 (20 years of ser-
vice times $40,000 times 0.01). Thus, hertotal pension would be $12,000.
This example, which is depicted in Figure 2.2, shows that when earnings are
unaffected by a job change and all companies have identical pension plans,
a job change can have a significant impact on retirement benefits. It is this
potential for loss in the lifetime values of pensions that reduces turnover
among pension participants, holding-other things constant, of course.

Both the gain in future benefits from continued employment and the loss
in pension benefits associated with leaving influence worker behavior.
These pension characteristics affect individual decisions concerning which

~ jobto acceptand, once employed, whether to remain with the organization

or seek new employment. Employers can alter the magnitude of these in-
centives by adopting certain pension provisions. In jobs with high train-
ing costs and other turnover costs, employers will want to have lower quit
rates. Instituting a pension plan and selecting pension provisions that pro-

_vide for higher benefit accruals and large losses in benefits if the worker

leaves should result in a lower quit rate. .
Pensions can also be used to motivate workers to perform at a higher
level and to prevent shirking on the job (Becker and Stigler 1974; Lazear
1979). If, for example, a worker is caught shirking, is found to have stolen
from the employer, or has a high absence rate, he could be discharged and
thus lose retirement benefits. Thus, the same incentives that encourage
workers not to quit will provide an incentive to perform at a high level to
avoid discharge (Dorsey 1995). Therefore, we would expect lower quit
and layoff (discharge) rates in organizations that have adopted defined
benefit pension plans, a finding confirmed by much research (Allen, Clark,
and McDermed 1993; Cornwell, Dorsey, and Mehrzad 1991; Lazear and
Moore 1988). Since firms with lower turnover rates can afford to invest

_ more heavily in the human capital of their employees, ceteris paribus, we

would expect to see these firms pay higher. wages, which is what one finds
in practice (Becker 1964; Dorsey and Macpherson 1997; Dorsey, Cornwell,
and Macpherson 1998).
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Defined benefit pensions can also alter the incentive to retire at particu-

lar ages by providing income to those who have retired and by altering
the annual benefit accrual. Today’s pensions, as well as many of those in the
past, sharply reduce the benefit accrual once the individual has reached the
age of eligibility to begin receiving a benefit. Virtually all modern pensions

specify both an earlyand a normal retirement age. The normal retirement
age is the age at which workers can retire and receive a benefit based on the
regular benefit formula; this is called an «“unreduced” benefit. The early
retirement age is the earliest age at which a person can receive a benefit.

$
Earnings
40,000
Earnings
20,000
" Pension One Job

16,000
. Pension Total
12,000 from Two Jobs

Years
20 . 40

Fig;'ure 2.2.-Tmpact of changing jobs on pension: benefits. The figure shows annual
earnings for a worker who earns $20,000, per year for the first twenty years of

employment and $40,000 per year for the next 20 years. All employers have a -

defined benefit pension plan with 2 benefit formula of 1.0 percent per year of ser-
vice X salary average over the past 5 years. '

Total earnings are the same whether the worker remains with the same employer
for the full period or changes jobs. The worker who stays with the same employer
will have an annual pension benefit of $16,000 (0.01 X 40 years % $40,000). The
worker who changes jobs after 20 years will receive two pensions totaling $12,000
annually—$4,000 from job 1 (0.01 x 20 years X $20,000) plus $8,000 from job 2
(0.01 x 20 years X $40,000). Thus changing jobs once Towers the annual retirement
benefit by $4,000. .

H

T

S

A

‘Workers retiring ¢
retirement age re

.benefit is applied

éarlier age can be
than one who ret’
value of the lifeti
age at which the |

Most pensions i

- that are reduced

early retirement
ment age. In oth
that is consistent
strong incentive
Recent studies 2
in a substantial lc
the age of early
present value of
ment up to age €
The impact of
benefits could a.
der a pension pl:
that specifies tha

. benefits. Benefit

the average of tt
ing worked for t
year for the past
if she remains w
If she retires 2
of the next 15°
more year and t
year for the nex
up $7,500 per
at age 6b is not
$7,500 in pensit
2.3) ignores the
service and hig
substantial loss
tude of this pex
seeking to prov
increase the siz
and can deterr.
The decline
annual benefit
retirement can




etire at particu-
and by altering
y of those in the
has reached the
iodern pensions
yrmal retirement
afit based on the
mefit. The early
eceive a benefit,

:on One Job
o —

sion Total
1Two Jobs
Years

figure shows annual
first twenty years of
\ll employers have a
rcent per year of ser-

th the same employer
‘h the same employer
ears X $40,000). The
jons totaling $12,000
us $8,000 from job 2
the annual retirement

. early retirement is subsi ized’ relative to retirement at the normal retire-’

Pension Economics 17

Workers retiring at or after the early retirement age but before the normal
retirement age receive a reduced benefit. The reduction in the annual
benefit is applied because an individual who starts receiving benefits at an
earlier age can be expected to receive benefits for a longer period of time
than one who retires later. If bénefits were actuarially reduced, the present
value of the lifetime pension benefits would be the same regardless of the
age at which the person retived. ‘

Most pensions in the twenty-first century provide early retirement benefits
that are reduced by a factor less than the “actuarial rate.” This means that
ment age. In other words, the benefit is reduced by less than the amount
that is consistent-with life expectancy. As a result, these plans provide a
strong incentive for workers to retire prior to the normal retirement age.
Recent studies examined individual plans with characteristics that resulted
in a substantial loss of pension wealth for those who continued to work after
the age of early retirement. In some plans, employees lost up to half of the

_.present value of their lifetime pension wealth by working past early retire-

ment up to age 65 (Burkhauser 1979; Fields and Mitchell 1984).

The impact of continued employment on the present value of pension
benefits could also be illustrated with a simple numerical example. Consi-
der a pension plan with a normal retirement age of 65 and a benefit formula

that specifies that a maximum of 30 years of service can be used to calculate

. benefits. Benefits are determined as one percent per year of service times

the average of the last three years of earnings. A worker reaches age 65 hav-
ing worked, for the company for 30 years. She has been earning $25,000 per
year for the past five years and expects to continue to earn $25,000 per year
if she remains with the firm. This worker expects to die at age 80.

If she retires at age 65, the worker would receive $7,500 per year for each '

of the next 15 years before she dies at age 80; however, if she works one
"more year and then retires at age 66, she would receive the same $7,500 per
year for the next 14 years. Thus, by continuing to work, the employee gives
up $7,500 per year. In a real sense, her total compensation for working
at age 65 is not $25,000 but $17,500 (i.e., $25,000 in earnings minus the
$7,500 in pension ificome forgone). While this example (depicted in Figure
9.3) ignores the potential for future benefits to rise with additional years of
service and higher average earnings, it does illustrate the potential for a
substantial loss in pension wealth with continued employment. The magni-
tude of this pension loss depends on various pension characteristics. Firms
seeking to provide retirement incentives can adopt plan characteristics that
increase the size of the loss in pension wealth with continued employment

and can determine the age at which the loss begins.

The decline in pension wealth follows from a dramatic decline in the

annual benefit accrual. Benefit accruals prior to reaching the age of early

retirement can represent a large component of total compensation. After -
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qualifying. for early retirement benefits, benefit accruals drop’ sharply
and can become negative (Kotlikoff and Wise 1987, 1989). This drop in
total compensation and immediate access to retirement benefits provide
strong incentives for employees to retire. Numerous empirical studies’
have shown that age-specific retirement rates are much higher at these

Earnings

25,000

' 7, 506 i Pension

- Years
65 80 '

Figure 2.3. Impact of continued employment on pension wealth. A worker is em-
ployed at a company with a defined benefit pension plan using a benefit formula of
1.0 percent per year of service X salary average over the past 3 years. The plan
specifies that a maximum of 30 years can be used in determining retirement
benefits, the normal retirement age is 65, and the pension doesn’t have an early
retirement age. Assume that the worker at age 65 has 30 years of service, has been
earning $25,000 per year for the past 5 years, and expects to earn $25,000 per year
until retirement. The worker expects to die at age 80 regardless of the age of retire-

ment. I retirement occurs at age 65, the worker will receive 2 pension of $7,500 per .

year for 15 years (0.01 x 30 years X $25,000). If retirement is delayed for 1 year, the
worker will receive the same $7,500, but only for the 14 years of remaining life. -

. Prior to reaching the normal retirement age, the worker receives $25,000 in case;
moreover, future pension benefits are increasing because of the additional years of
service. After the worker passes the normal retirement age, total compensation is
pow $25,000 in case minus the $7,500 in pension benefits forgone. Thus passing the
normal retirement age results in a substantial decline in total compensation and pre-
sents a strong economic incentive for the worker to retire.
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. times (Lumsdaine, Stock, and Wise 1994; Kotlikoff and Wise 1989; Quinn,

Burkhauser, and Myers 1990). Firms can determine the age at which these
incentives become effective, and the size of the incentive, by setting the age
of early and normal retirement, the magnitude of the reduction factor, and
other pension characteristics. Thus, pensions can be an important human
resource management tool for employers seeking to influence the age of
retirement of their workforce.

Prior to the middle of the twentieth century, relatively few firms includéd

. early retirement provisions in their pension plans (Schieber 2002). Instead,

these plans merely specified a normal retirement age and required workers
to meet certain age and service qualifications. In these early defined benefit
plans, the retirement incentives described above would occur, or “kick in,”
at the normal retirement age. In addition, many public employers adopted
mandatory retirement policies as part of their early pension plans. The
mandatory retirement age was typically age 65, the same age as the normal
retirement in their pension plan. Both the army and navy of the United
States adopted mandatory retirement during the Civil War period in an
effort to purge the officer corps of elderly, senior officers.® Of course, these
veterans with many years of military service were provided a pension. Thus,
the federal government achigved the desired retirement patterns while pro-
viding a continuing source of income for its retirees. ) '

Taken together, the devélopment of modern -pension economics has
demonstrated the financial incentives associated with defined benefit pen-
sion plans. Economic theory has been used to indicate the value of future
pension benefits and to show how these benefits change with continued
employment. Empirical studies indicate that pension-covered workers have
lower quit and layoff rates compared to ‘similar workers whose employers do
not provide a pension plan. Furthermore, this review of the contemporary
literature on pensions suggests that they are optimal or efficient contracts
between employers-and workers. An optimal or efficient contract is one in

-which both parties are made better off from the adoption of a pension con-

tract (Craig 1995). Obviously, government policymakers in the nineteenth

. century were not aware of these economi¢ studies; however, their actions

indicate. that they understood many of these incentives. The early use gf
pensions in military organizations is consistent with modern theories of pen-
sion economics. Consider, for example that the military is particularly sus-
ceptible to the costs of turnover. The jobs are often highly specialized with
few px’ivate-sector parallels, and a regiment in the field or ship at sea can-
not easily replace many of its key personnel. The need to retain these indi-
viduals during times of conflict was extremely important to the nation.
In addition, it was often necessary to recall discharged veterans to active duty
when war broke out. Retirement pensions provided a form of compensation
that men simply could not find in civilian efnployment in the nineteenth
century. In addition, the U.S. military was a leader in providing disability
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benefits to its personnel. A man who was about to storm an enemy trench
fowar could take some comfort in knowing he or

or board an enemy man-o
his widow would be taken care of should he be wounded or killed in action.

Defined Contribution Plans

Defined contribution plans do riot spe

retirement age. Tunstead, these plans are base
mined by the size of the

pension accounts, and retirement benefits are deter
alance into an annuity.

account when the individual converts the account b
entage of earnings throughout

Contribution rates tend to be-the same perc
one’s career. In general, these plans are more “age neutral” in their effect

on worker behavior. :

Coverage by 2 defined contribution plan clearly is an ‘employee benefit
with value for workers. These plans can help organizations attract and
retain workers. However, ‘defined contribution plans typically do not im-
pose a loss in pension benefits on vested workers who leave the firm prior
to early or normal retirement. As a result, organizations with this type of

lan will have higher turnover rates compared to those with defined benefit

plans. In addition, there are no magic retirement dates in defined contri-

bution plans; sO age-specific retirement rates are likely to increase more
smoothly in firms with these types of plans.

Until the last quarter of the twentieth century, employers primarily relied
on defined benefit pension plans; this is true of almost all the public plans
examined in this yohume. Over the last three decades, employers, both pub-
y turned to defined contribution plans.

lic and private, have increasingl
Reasons for this change include new government regulations that have
t plans relative to defined

increased the administrative cost of defined benefi
- contribution plans (Clark and McDermed 1990), the introduction of new

types of defined contribution plans such as 401 (k) plans (Papke 1999),and

changes in the structure of the U.S. economy. Workers, and perhaps em-
ployers too, in the twenty-first century seem to prefer pension plans with
individual accounts that are more portable than the benefits in defined

benefit plans.* -
Because defined contribution plans create a fund into which the contri-

butions are placed, they also require assets that can be purchased and
placed in the fund. Limited access to ;mmature financial markets is another
veason that most nineteenth-century pension plans were defined benefit
plans. It would not have been easy for the typical American in the 1800s to
invest retirement funds in 2 timely manner in relatively secure accounts.
Mutual funds did not exist, and the occupation of financial planner was
unknown. There were fledgling securities markets in major port cities, but
for an individual living inland from the East Coast or in rural areas, buying
and selling securities would have been very difficult. Although financial
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markets developed quickly in the postrevolutionary period, access to these
markets remained quite limited for most of the population.

At the time of the Treaty of Paris in 1783, which ended the Revolutionary
War, there were essentially no organized stock or bond markets in America.
Shortly thereafter, organized financial markets did begin to develop in
Philadelphia, New York, Boston, Baltimore, and Charleston. At the end of

‘the war, there were various colonial debt instruments outstanding, such

as Loan Office Certificates and Indents. The buying and selling of these
instruments was ubiquitous. Alexander Hamilton consolidated the war debt
during his term as the first secretary of treasury. This action created about
$60 million of marketable long-term bonds, which were held by the nery
created state governments as well as approximately 14,000 individual in-
vestors. In other words, only about 0.25 percent of the population owned
U.S. government securities. In 1791, the First Bank of the United States was
¢hartered and its stock became actively traded, at least in the major cities.
The U.S. bonds and stock of the First Bank were quite actively traded in all
of the major markets as well as between markets. In addition, a large por-
tion of U.S. assets was held in London and Amsterdam. :

. In addition to U.S. bonds and stocks, states eventually began to charter
banks, and these new financial institutions sold stock to the public. There
were also various canal, toll-bridge, and turnpike companies with outstand-
ing shares of stock that could be purchased by interested investors. The
New York Stock & Exchange was formed in 1817 to facilitate the trading
of shares of stock. During this period, financial markets were typically lim-
ited to the shares of firms in the local area. Integration of these emerging
markets took several decades accompanied by improvements in the trans-
portation network and communication, thus reducing the time requlred
for news to move from one market to another.

In 1790, the travel time between New York and Boston was about four
days; it required one day to get from Philadelphia to New York and three
days from Philadelphia to Baltimore. By 1810, travel time from New York
to Boston had been reduced to three days and from New York to Phila-
delphia to less than 24 hours. Similarly, the time required for informa-
tion to pass between the major cities continued to decline throughout the'
nineteenth century. By 1830, a traveler could go between New York and
Boston in less than a day and travel time between Philadelphia and New
York or Baltimore was less than twelve hours (Pred 1973). Of course, com-
munication with European financial centers still required many days.
Travel between Philadelphia and Europe in 1800 took just over two months.
Between 1818 and 1832, required travel time fell to about 38 days. The
advent of steamships in the middle of the century reduced sailing time to
13 to 22 days (Pred 1973; Officer 1996). Thus the primitive nature of
financial markets and financial market information tended to work against
the use of defined contribution pension plans.




22 Chapter 2 '

The primafy or benchmark security in the early republic was federal

* debt; however, throughout much of this period, the federal government

was redeeming its debt, thus further limiting investment options in this
already thin financial market. Gradually over the nineteenth century,
financial markets expanded with the growth of the American economy
while communications and transportation improvements made it possible
for economic news to spread more quickly from one market to the other.
Financial markets at the end of the century were certainly more mature,
integrated, and broader based than those in 1800. Financial innovations
continued into the twentieth century, making it easier for workers and firms
to adopt and manage defined contribution plans.

Early Public Secfor Pension Plans

. Pension economics and the use of economic theory to explain the human

resource policies of firms are relatively recent innovations. The ensuing
chapters illustrate that nineteenth-century policy-makers understood many
of the incentives associated with pension plans. Federal government offi-
cials developed plans and ‘adopted specific characteristics that helped the
military attract, retain, and motivate® army and navy personnel and then
to retire them in an orderly manner at desired ages. Similarly, leaders of
large cities and then state governme'nts. began to offer retirement plans to
important government workers such as personnel in fire and police depart-

ments and school teachers. Pension plans became important components . -

of labor compensation in the public sector and the development of these
plans illustrates that employers were aware of the economic incentives asso-
ciated with pension plans. ‘

As noted above, historically, public employers primarily selected defined
benefit plans for their workers. Among these early defined benefit plans
were the federal military plans and most of the early state and local pen-
sions. This choice of defined benefit plans may have occurred because the
early plan creators and managers recognized the greater quit, perfor-
mance, and retirement incentives in defined benefit plans compared to
defined contribution plans. Another possible explanation for the early use

' of defined benefit plans is that the typical worker had few if any financial
assets and did not want to bear the investmentrisk associated with defined
contribution plans. Furthermore, as noted, the financial markets of the
United States in the nineteenth century were rather thin, were concen-
trated in the larger cities, and were potorious for their maltreatment of

small investors. Thus, workers would have had relatively few investment . -

options for their funds in their individual defined contribution accounts. As
a result, defined benefit plans would seem to have been the optimal pension
plan for nineteenth-century American workers. The review now turns to the
history-of these plans. ‘
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Notes

1. McGill et al. (1996) provide a detailed description of these two different types
of plans, how they are funded, the rate of benefit accruals, and so forth.
. 9, Since 1974, the federal government has required minimum vesting standards
for tax-qualified pension plans—that is, plans’that qualify for the tax exemptions
conveyed by federal tax law. Currently, qualified plans must provide for 100 percent
vesting after five years of service or use a graded vesting formula that results in full

yesting after seven years.

3. Mandatory retirement policies were widely used by large private firms until the
last decade of the twentieth century. Mandatory retirement provisions also generally
covered public sector jobs. Amendments to the' Age Discrimination in Employment -
Act in 1986 effectively ended the use of mandatory retirement in most jobs.

4. Recently, many large employers have amended their defined benefit plans to
include individual accounts and the potential for lump sum distributions (Clarkand -
Schieber 2002 2, b). These hybrid plans have many of the characteristics of defined -
contribution plans; however, for administrative and funding purposes they are

defined benefit plans.
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San Dlego Cxty Employees’ Retlrement System
Unfunded Actuarlal Accrued Llablllty
June 30 2004 -

(Clty Only)

«_

L ’ i S sdimao resh

Derlvatlon of Expenence Gam (Los,)

P ‘,,,‘. =)

" The actuarial gaine or losses realized in the opera’uon of the, Re’nrement Assocla’non provide an experience
_test. Gains and losses are expected to cancel‘each other over a penod of years {in'the absence of double-
digit inflation) and sizable year-to-year 1 ﬂuctuatnons are common Detall on the derlvatlon of the actuanal

gain(loss) is shown below. - ‘ o f',)"-
1) UAAL* at beginning of year . - .$1,1"5‘7,'1é4,.039
2) Beginning of year accrued liability payment o ' R N (19,460,838)

3)' intel;est accrual s R
((1)+‘(2))x.08. Sl

91 018 656
" . P SR b I . .L "",i', 4.
4y lncrease due to assumptlon changes o L 35 091 437,

5) Expllcn recognltlon of COLA annulty for actlve members - "'"t"}""'

" 1 goant ﬂ..~,u- N\,—,ﬂ_r::_g» r’»-' f_ﬂ ‘i"i ')§=\ «.:1 t 1;; ;.
"6) Expected UAAL at end of year - o -
' (1) * (2),‘!' (3) + (4) +(5) b sanien et Reid i

..f e‘:ga 3. “

’7) Actual UAAL at end of years . S

AT aéu*.. M,;rﬂ () *?”ﬁ ':: Y

8, Galn(loss) (6) (7) - R .. (58123 574)'\.-

ERAER-Y EU e

9) Galn(loss) as percentage of actuanal accrued
L{ablhtles at beglnnmg of year $3, 532 625 521

B L.'.T

.

.. e | ‘ Total actuanal ||ab|l|t|es

33,997, 328, 084 |
Assets allocated to fundmg §2,628,680,052 '
i ol B SR B e

: $1‘ 368,648, 0327
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Valuation ~ Valuation -
Date Assets

6/30/93 $1,137,019

6/30/94  $1,216,063

6/30/95 . $1,316,903

6/30/962 - $1,480,772

6/30/97 - $1,632,361

6/30/98' -  $1,852,151

6/30/99 $2,033,153

6/30/00 $2,459,815

6/30/00° . $2,459,815

6/30/01 $2,525,645

6/30/02 $2,448,208

6/30/03 $2,375,431
6/30/03*  $2,375,431 .

l . e/30/04  $2,628,680..
LT 6/30/04° $2,628,680
!. - AAL - Actuanal Accrued anbmty

Ratio of- 1l‘ah.lation Assets to AAL

: ¢

San Diego City Employees' Retlrement System
Funding Process Indicators - Hlstonc Companson

($ in Thousands)

Con’unua‘uon lndlcators

AAL -
$1,178,311

$1,290,927

$1,421,150

| $1,620,373
$1,748,868

$1,979,668
$2,181,547

. $2,343,400
$2,528,774

$2,809,538

$3,168,921

$3,484,832
$3,532,626
$3,962,237
$3,997,328

UAAL Unfunded Actuarial Accrued Llablllty

Funded
Ratio

96.5%
94.2%
92.7%

91.4% -

93.3%

.93.6%

93.2%
105.0%

. 97.3%

89.9%

77.3% -

68.2%
67.2%
66.3%

65.8%

- UAAL

$41, 292 .
$74.864 -

" $104,247,

$139,602

$116,507

$127,517
$148,394
($116,414)
- $68,959
$283,893

$720,713
$1,109,401-
'$1,157,194
- $1,333,557

$1 ,368,648

Historic Comparison of Funded Ratib .

100.0% -

95.0% -3
90.0% -

939495

% 97 98 g 00 01
Year Ended June 30

02 03

* 1 Reflects revised actuarial and edonomic assumptions ‘
2 Reflects Manager's Proposal  : - '

8 Reﬂects Corbett non-contingent benefit increases
"4 Includes change in beneﬂ‘ts for General Members -
5 Reflects revised actuarial assumptions '

- Member

Ratio to-
Pavroll

Payroll

$320,624
$338,440

$350,584

$365,089

$382,715

$399,035
$424,516
$448,502

$448,502

$481,864

' $535,157

$533,595
$533,595

" $540,181

$540,181

12.9%

22.1% . -

29.7%
38.2%
30.4%

32:.0% .
35.0% -
(26.0)%
15.4%
58.9%

134.7%
207.9%

216.9% "

246.9%
2534%
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BRIEL ROEDER SMITH & COMPANY
Consultants & Actuaries '
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* April 20, 2004

Members of the Pensmn Reform Con:umssmn ) |
clo SDCBRS - '

© 401 B Street, Fourth Floor
- San Diego, CA- 92101 '

RE: Completion of Item #1‘
Dear Members of the Ccrnmlssmn,

We have estabhshed the cumulative financial 1mpact of the three beneﬁt mcreases ’
- relating to Manager’s  Proposal 1 (MP 1), Manager’s Proposal 2 (MP 2) and the -

“Corbétt” settlement as of June 30, 2003. This does not Incorporate the unpact of

- other contmgent benefits (Ttem #10 of your RFP request)

The cumulatlve value of the beneﬁt mcreases, mcludmg cons1denng the time

value of money, for MP1, MP2 and the non-contingent Corbett benefit increases

as of June 30, 2003 is $467 3 m.tlhon '

o The contmgent pomon of the Corbett retu‘ee increases was not paid out as of June
- 30, 2003. We calculated an estimated value of $75.5 million as of the June 30,

2000 valuation date. The affected retirees are a closed group. It is still not
entirely clear to us how benefits, if any are apphcable would apply to the estates
of retirees who have died in the mtervemng time, once the condltlons for payment

" have been triggered.

- Smcerely,

.

" Rick Roeder, BA, FSA, MAAA

~ CC: " Larry Grissom

Paul Bamett
Lamont Ewell :

9171 Tolwne Cenira Drive » Sults 440 » San Diego, Calliornia 52122 » B58-535-1300 e FAX 858.535-1415

Y e
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SAN DIEGO CITY ~
EMPLOYEES' RETIREMENT SYSTEM

ANNUAL ACTUARIAL VALUATION

June 30, 2004 -

S‘ubmit’;e'dfo L

' THE RETIREMENT.BOARD .

" San Diego City Employees' Retirement System

San Diego, California -~
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Investment performance o 6%

Under-funding by City _ 10%
Use of Plan earnings for contingent benefits 12%
Net Actuarial losses A C 31%
Benefit improvements T A%

- . 100%

Note: This analysis; of under-finding does not inchude future 'impact of contingent Corbett

" Settlementand 13" Check.

Tt should be noted that the Retirement Board commissioned a similar study that resulted in a
significantly different allocation resulting from the interdependence of the varions factors. The
‘yariance is currently being analyzed by the Retirement Board. The most insignificant variance,
however, was in investment performance where the Retirement Board's study indicates an

. allocation factor of 7% rather than 6%.

Description of Causes

Invesuncht performance

“While this is the least significant factor mathematically, it warrants discussion because the

market ,“bubbl'e," of the late 1990s masked the other factors, providing an unwarranted sense of
well-being by the Retirement Board and the City. ’

' As discussed in the initial section, the City’s annual contribution is calculated using a variety of
_actuarial assumptions. One of those assumptions is an 8% average rate of return on investment.
. Looking back over ten years, the experience has, in fact, been 8% on average over the long-term.

" During the late 1990s, the City felt comfortable not only increasing benefits but also making

lower contributions than it should have. When the market adjusted back to the invgéhnenf rate of
return originally anticipated in the actuarial assumptions, the fiscal impact of decisions made

during the bubble became evident. As 2 result, there was an inclination to blame the declining -

funded status of the Plan on the decreasing market rather than acknowledging that the
stabilization of the market was simply baring the results of ill-advised decisions.

Under-funding by the City

As pfeviously discussed, the term “full actuarial fonding” is misleading given the City’s method

, . Page 28 of 74 . C
THIS DOCUMENT MAY CONTAIN PROJECTIDNS, FORECASTS, ASSUMFTIONS, EXPRESSIONS OF OPINION, ESTIMATES AND
ITHER BACKWARD.LOOKING RECONSTRUCTIONS OR FORWARD LOOKING STATEMENTS, ARE NOT T0 BE CONSTRUED AS -
REPRESENTATIONS OF FACT, AND ARE QUALIFIED IN THEIR ENTIRETY BY THIS CAUTIONARY STATEMENT. ONLY :
S EATEMENTS MADE BY THE CITY IN AN OFFICIAL RELEASE OR SUBSEQUENT NOTICE OR ANNUAL REPORT, FUBLISHED I A
I ANCIAL NEWSEAPER OF GENERAL CIRCULATION AND/OR FILED WITH THE MSRB OR THE NSMSRs ARE AUTHORIZED B

- THE CITY. THE CITY SHALL NOT BE RESPONSIBLE FOR THE ACCURACY, COMPLETENESS OR FAIRNESS OF UNAUTHORIZED

STATEMENTS.



" EXHIBIT 7



P

( ¥ABRIEL, ROEDER SMlTH & COMPANY
o Consultints &Actuar:es

8171 Towne Centre Drive » Sulte 440 » San Diago, California 52122 » B58-535-1300 » FAX 858-535-1415

. - May 4, 2004
To: Pension Reform Commfssion
RE: Requested Tasks by the Pensmn Reform Commxssxon

, Dear Members of the Commssmn

We are summanzmg further results of our actuarial analys1s Ttem - numbérs |
referenced are conmsistent with our fee proposal letter, There are a couple
additional dehverables which we will finish checkmg th13 week.
For ease of companson, all changes, due to altemate scenarios are in percents of -

- pay and use actuarial assumiptions specified in Manager’s Proposal 2. C1ty R
contributions are assu.med to be’ pa1d at the becrmnmg of the fiscal year. : {

e

We typlcally use percents of pay in expressing changes. Thls is due to-the C1ty s
history of payroll growth, assumed futire payroll growth and the manner in which
unfunded liabilities are amortized (18 years remammg as of June 30 2003, -
ﬁnanced as a level percen’c of payroll), - -

If it is des1red to translate such percents, here mdlcated, into current dollars,
. then one of two nu.mbers is useﬁ:l :

Ju:ne 30 2003 Valuatxon Payroll L $533,595,407
PI'OJthed June 30 2004 Valuatmn Payroll . $556 273.212 4

The prOJec“uon is based on the 2003 valuatlon payroll and SDCERS 4. 25%
1nﬂat1on assumption. :



2 May 4, 2004

2 Impact of Plck Ups "

- You have asked us to evaluate’ the cumulanve amount of City plck ups of-
employee contributions since 1996 and any related actuarial impact if pick ups.
- did not exist and the like amount of City contributions were instead apphed to
- the unfunded actua.nal accrued liability.

We have calculated the amounts of the pick ups for. the fiscal - year ends 1997- .
- -2003 to be $160,074,161. The’ cumulative value, inclusive of the time value
of money, of such pick ups is $207,911,404 as of June 30, 2003. Because of -
the fixed rates in the Manager’s Proposal 1 (as long as the City’s funded ratio
exceeded 82.3%), there would not have been year-to-year impact on the City’s
actual contribution due-to the pick up. However, there would be significant -
impact on the Jurie 30, 2003 actuarial rate, as follows if the amounts picked up
were instead paid by the employees and the “freed up ’ pick ups were put into
SDCERS. ‘

Current  No Pick Up 'D:ecrease‘. '
Normal Cost ~ - 1195% ©  1195%  0.00%
Amortization - 15.09% 1312% 2.87%
CTOTAL - - 2794% - 25.07%  287T%.
'Unfunded Lisbility 1,157 - o4 UE0Y
i S
- Punded Ratio 2% % G %

The total amount of the nego’aated pick up is not contnbuted by the City, -
Instead, a smaller amount is confributed to reflect anticipated savings from
having to pay lesser refunds Pick ups are not refundable to employees

.. The estabhshment of the pick up program preceded the 1mp1ementat10n of -
Manaoer 5 Proposal 1.

GABR.IEL. ROEDER, SMITH & CdMPANY‘
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3. Alternate Actuarxal Investment Assumptlons

. Caloulate the 2003 actuanal rate by changmg the followmg ecenomm

h;ﬂa’clon '
- Real Return

assumptlons to:-

Total Assumed Retumn

Normal Cost |
) . Amortization

TOTAL

. Unfinded Liability
(millions)

Funded Ratlo

© Cirfent ‘ ‘

C11.95%

- 15.99%

27.94%
$1.157

 67.2%

4.0%. ‘(curregﬂy 4.25’.%)7
| 35% (currently 3.75%)

7:5% - (curently 8%)

" New

' Assumptions Increase

13.87% ' 1.92%

18.78%  2.79%

" 32.65% . 471%
1382 o 25

" GABRIEL, ROEDER, SMITH & COMPANY
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4, Calculate ’che actuanal rate Wlthout COLA )

If all fu‘cure 2% annual COLA mcreases wete elnnmated the mpact on the . |
‘actuarial rate would be as follows:. :

Currént ‘ :NoCOLA Decr‘ea.s‘e

‘Normal Cost ~ 11.95% - 7.83%  412%

Amortization’ U 15.99% 156% 8.43%

TOTAL ~ 2794% 153%  1255%
Unfunded Lisbility ~ $1,157 .. © 547 610

© (wmillions) - : S
Funded Ratio ~ .. . 67.2% .. 813%  (14l)%

Suppose the‘.‘elimir.xation.c;f the 2% COLA were restricted to firture reﬁréesi

Current " NoCOLA  Decrease

" Normal Cost C1L9% . 183%  412%

Amortization -~ 15.99% 11.48% . 451%

TOTAL 2794% . 1931%  8.63%

'_“Unﬁmdeduabmty, . $1,157 830 .- 327. .

(millions)

. FundedRatio . 67.2% 1% (69)%

GABRIEL, ROEDER, SMITH & COMPANY -
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We have assumed no ohange in the employee oontnbutlon rate. It is likely
that the issue of employeée contribution rates being decreased would arise.

- This issue could become further complicated due to the 51gmﬁcant pick ups
currcnﬂy in place. .

There are legal issues involving “contract” impairment if this course is' .
pursued for current members. o B

6 Amortlzatlon Perxod Alternatxves :

Recalculate the 2003 rate w1th a 30—vear amoruzaﬁon p_enod '

.Cm‘rent | ) M‘g M :

HtNém'alCD?t" ‘ 1195% e 11.9.5% O00% |
Amortization | g 1500% 11.50% 4‘47%
CToTAL - memn - .23:.47%_ ,4._47%. |

.Recalculat-g thé 2'00.3*'rate with a IO-Veaf amortization Deriqd.

‘Normal cést : 1L9s% T 1195% 0,00%
'iAmQrtizatibn S L_S_Q% _2_5_2_9_‘V_o 9.30%
_deAL L mee §7.z4% -..‘9.30%

GABRIEL, ROEDER, SMITH & COMPANY
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‘Récalculate the 2003 rate with a IQ-ﬁ/ear/SO-ve'ar amortization blend.

We ‘have calculated a blended amortization rate which uses 10-year
.amomzanon of the $467.3 million identified as a benefit increase
coincident with or following Manager’s Proposal #1. It is sensible to
amortize this amount over a shorter period of time since the average future
: workmg lifetimé of the active employees, to whom the unfunded liability -
relates 1s between ten and fifteen years

The balanoe of the unfunded 11ab111ty as of June 30, 2003, $689 9 mﬂhon, .
1s amomzed over 30 years. - '

| _C_u;r_;p_"g - +10/30 ldlen_d Incfea'se

NofmalcOst o '11._9‘5%* - 11.95% . 0.00%

‘Am,or_tization | , 1539_% ) 1‘7.0'8% | "1.o9%
. TOTAL Ry _.,27.;94% A29.‘o‘3:%' | 1..o9%

B
. "Evaluatxon of Asset Smoothmg Methods

.-Use emstmg asset smoo&nng methodology but shorten smoothmg penod to 1
2 and 3 years as of June 30, 2003:- ,

~ GABRIEL, ROEDER, SMITH.& COMPANY



7 - May 4, 2004

Shorten Ra’uo of Market to Book to One Year

Emstmg SDCERS Valuation Assets Attnbuted to Clty $2,3 75,431,4.8‘2

. 'Valuanon Assets With Rev1sed Smoothmg E . $2.331,298.987 .
T Net DecreasemValuauon Assets | - o 5. 44,132,495 |
. Rewsed Actuenal Rate - . o 28.55% :
i ReﬁSchﬁnded-Ratio | - g . C L 60%

J

Shorten Ra’uo of Maiket to Book to Two Years

Existing SDCERS Valuauon Assets Attributed to Clty ‘l $2 375, 431,482

L Valuation Assets With Revised Smoothing .. -$2.258.701 035
\) ._ Net Decrease in Valua‘clon Assets - : . $ 115,730,447.
. RCVlsed Actuzrial Rate . | - E | 2 29.55%
Revised FundedRaio . 63.9%
. Shorten Ratio of Ma.rket 10 Book to Three Years
Existing SDCERS Valuation Assets Attributed to City - . $2,375.431.482
Valuation Assets With Revised Smoothmg N $2‘270i175 483
. .Net DecreasemVaIuaﬁon Assets : . ' " | $ 105,255,999
: Re.vise‘d.Act&arial Rate - ' o . ' 29.39% .
Revised Funoled Ratio o S 64.3%

'GABRIEL, ROEDER, SMITH & COMPANY
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8. Reductlon to Normal Cost for Future Hires by Extendmg F inal Average,
. Compensation Pznodfrom l to3 Yﬁax:s .

' Safety --1.38% ¢
General -0.90%

Total - -1.06%

. This assumes no change in employee confributions,

9, Irupact of 133ﬁi Clieck ori Funded Position of Plan

You have asked us to evaluate the cumulative 1mpact of the 13th Check Our
' analys1s evaluates the mpact smce 1996

. We have calculated the amounts of the 13th checks for the ﬁscal year ends
- 1997—2003 to be $23,111,139. The cumulative value, inclusive of the time
~ value of money, .of such pick ups is $30,315,418 as of June 30,2003, Because
of the fixed rates in the Manager’s Proposal 1 (as long as the City’s funded

ratio exceeded 82.3%), there would not have been year-to-year impact on the =

. City’s-actual contribution due to the pick up .since 1996, - Howeveér, there ,
would be significant impact on the June 30, 2003 actuarial rate as follows if
~ the amounts pald were instead retained in the SDCERS trust,

. , No

_ Current - 13" Check  Decrease
Nomal Cost -~ 11.95%  11.95%  0.00%
Amortization 15.99% 1557%  0.42%

 TOTAL ©27.94% 27.52%  0.42%
Unfunded Lisbility . $1,157 - 1,127 30
. (millions) . V S

Funded Ratio- 67.2% . 68.1% 0.9)%

GABRIEL, ROEDER, SMITH & COMPANY -
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We can identify the amounts ofthe 13% checks for as many years as SDCERS has -

. retained records. We are still in the process of 1dent1fymo such amounts for each
year since pro gram inception, - : .

'10. inipect of ther Contingent Benefits on Fuﬁd'ed Status of Plan

. You have asked us to evaluate the cumulative impact of contingent beneﬁts
_other than 13th Ohec‘k Our analys1s evaluates the impact since 1996

 We have calculated the amounts of other contmgent benefits for the ﬁscal year
" ends 1997-2003 to be $91,908,589. The cumulative value, inclisive of the

time value of money, of such benefits is $111,141,394 &s of June 30, 2003.

Because of the fixed rates in the Manager’s Proposal 1 (as long as the City’s.

funded ratio exceeded 82.3%), there would not have been year-to-year impact
" ‘on the City’s actual contribution due fo the pick up sirice 1996, - However, -
. ‘there would be significant impact on -the: June 30, 2003 actusrial rate, as
. follows if the amounts paid were instead retained in the SDCERS trust.

, o Other .
. Cumrent” Beneﬁts - Decrease-
NormalCost . 1195% - 11.95% - 0.00%
Amortization  15.99% L 1445% 154%
TOTAL - - 27.94% 2640%  1.54%
Unfunded Lisbility ~ $1,157 1046 111
... (millions) E . |
Funded Ratio  67.2% 704%  (3.2)%

_GABRIEL, ROEDER, SMITH & COMPANY
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12. TImpact of Service Purchase Su'béidy on SDCERS. -

. Just prior to higher service purchase. rates.going into effect in November, there

was a deluge of requests from members (foughly 3,000) for cost information.
. Not all requests will result in purchase. It would not be unreasonable to guess
. that half of the current requests will result in purchase .

.As of June 30, 2003 there were 2 339 members who purchased semce since
g program mcephon :

The one year for Whrch we have excellent mformatron as to both 11ab111t1es -
and related contract purchase amounts is the year ending June 30, 2003 '

" Total Purchasers L 812
. Average Age ' ' 49.I.years |
.. Average Service Purchased 4.2 years
\NewCity Liability . - $46,000,959 . 4
"' Member Contract Value . $33.300.955 - -
: Ac‘tu-ariaI Loss ' $‘12 700,004

* This means the average actuanal loss per. year cf service purchased was '
roughly $3, 725

ho. have purchased service since June 30, 2003
or are in the ; pipeline, our guesstimate is that the added actuarial loss will be in
the $22 $25 million range. - The impact of this will not entirely be reflected in

.tHe Jiine- 30, 2004 valuation sinée staff indicates that request processmg will
contmue for the balance of the calendar year. )

We look forv\gard to answering your questicns. .
Sincerely, .

Rick Roedsr, EA, FSA, MAAA

GABRIEL, ROEDER, SMITH & COMPANY
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" REPORT ON INVESTIGATION
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” A,-‘Sépteﬁlber' 16, 2004 B

Paul S. Maco '
Richard C. Sauer
Vinson & Elkins L.L.P
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The City of San Diego has developed an expensive retirement system for its municipal
Workers tha it has failed to fully fund under the actuarial principal that pension liabilities generated
' today should be funded today, not passed off onto future generations of taxpayers. This situation
. evolved in piecemeal fashion through trade-offs between City management and its municipal unions,
in each instance reflecting the short-term time horizon of the City’s budgetary process. The most
significant measures required the acquiescence of the SDCERS Board. SDCERS is formally
. independent of the City but a majonty of its trustees are either City administrators or union

officials.

As a result of its historically strong anti-tax attitudes, San Diego is a low-revenue city. Like
other local governments in . California, San Diego’s budget is ‘affected from time to time by
reductions in funds received from the State. The costs of, prowdmg public safety and maintaining
- quality of life increase with the.costs of providing its workforce with a compensation package
competitive with that of other communities. San Diego is also a city with strong municipal unions.
These factors have repeatedly combined to place the City’s budget under significant strain. When
City management cannot escape making concessions to the municipal unions but finds the larder of
‘its operating ﬁinds bare, the easy solution has been to grant additional retirement benefits, rather
than, salary increases, thus avoiding the need for layoffs and cuts in services. On two occasions,
moreover, the City made the provision of substantial benefit improvements contingent upon the
agreement of the SDCERS Board that the City’s contributions to the System would be at negotiated
rates lower than the actuarially calculated rates. From July 1, 1997, through July 1, 2004, the City
under-funded SDCERS pursuant to those agreements. Thus at the same time the City was agreeing
to additional benefits for retirees, it was arranging to reduce its contributions to the System. This
allowed the City, in effect, to finance the cost of the concessions over a multi-year period.
Moreover, the City took advantage of certain vagaries of “actuarial science” and. pension accountmg

to further minimize-its contnbutmns to SDCERS.

Many of the measures used to shift City liabilities to SDCERS into the future applied the
dangerous and widely misused concept of “surplus earnings.” Surplus earnings are defined under
the Municipal Code as the realized returns on SDCERS assets above the rate projected by its actuary
as necessary to pay its future liabilities when due. The view that whenever cash returns exceed the
long-term actuarial benchmark the result is “frec money” violates another actuarial principal.
Returns on assets are projected as averages over decades. It is assumed that returns will fluctuate over
time, with strong returns in some years offsetting weak returns in others. When, instead, above-
average returns are defined as.“surplus” and siphoned off for other uses, the result may be the
depletion of the system’s financial strength.

?  As described below, many other governmental entities have used surplus earnings from their retirement systems to fund a vanety

of benefits, San Diego, however, appears to be among the more aggressive and creative in this regard. -
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V. SDCEkS changes its actuarial methodology

. The history of the relotionship between the City of San Diego and SDCERS‘pIayé out as a

* series of initiatives by the City to reduce (at least in the short term) its contributions to the System,

typically in response either to economic conditions that caused budgetary strain or to concessions
made to the City’s labor organizations. Many of these initiatives have been supported by the labor

 representatives on the Board. The result in each case was the postponement of difficult budgetary
" decisions into the future, often exacerbating the problems through the delay in confronting them.

In 1991, for example, the SDCERS Board approved a change in the method of calculating
the System’s annual cost. The annual cost consists of two components: (1) the actuarial present -
value of the pension benefits and extpenses allocated to a particular year and (2) the amount necessary
to amortize the portion of the actuarial accrued liability (AAL”) that exceeds System assets (i.e., .
“UAAL”). The annual cost, in turn, is used to determine the City’s actuarially required
contributions. Until this time, SDCERS had utilized the EAN method for determining the System’s
annual cost. The EAN method allocates the total value of a member’s expected benefit liability as a

level percent of payroll from entry age until retirement. If this level percent is contributed, all

actuarial assumptions are met and there are no design changes, this level percent of pay contribution
is designed to be sufficient to fund a member’s retirement benefit and there is no UAAL. This level
cost per person, when aggregated with the level cost for-all members, will remain relatively constant
for a fund if the average age at hire of the population remains relatively stable, design and actuarial
assumptions are unchanged, and experience matches actuarial assumptions. Among the six actuarial
funding methods approved by the Governmental Accounting Standards Board (“GASB”), it
recommends iself as a relatively stable and conservative approach and, for this reason, is commonly
used by governmental entities. Indeed, in a recent survey conducted by the SDCERS staff, 21 of 23

' systems surveyed employ the EAN method.

SDCERS, however, chose to migrate from the EAN to the PUC method. The PUC method
evaluates the future actuarial liability-of the covered group as'a whole, applying various actuarial
assumptions concerning population demographics and returns on system assets. For an individual
member, the PUC method allocates a cost as a percent of payroll that increases geometrically from -
entry age until ultimate retirement. When combined for an entire population, the annual cost
remains stable only if the average attained age of the membership remains stable, something few
employee populations have experienced as the baby boomers have been aging. - A ‘notable
characteristic of the PUC method is that, at least in the early years after its adoption, it tends to
generate a lower annual cost than the EAN method, and therefore results in lower actuarially
required employer contributions. In the case of SDCERS, the change in methodology resulted in an

- immediate decline in AAL of approximately 2. 8% m ]ack McGrory, San Diego’s Clty Manager at

129

Lerter from Lawrence B. Gnssom, Retirement Administrator, SDCERS, to Ann M. Srmth Tosdal, Levine, Smith & Steiner
(May 16, 1996). )

38
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agement misconduct by reporting it to the SEC and the
public and (2) requires effective communication of ma-
terial information so as fairly and meaningfully to in-
form the lay investor. '

The following ecomments contrast AICPA and
Commission views with respect to the duty of effective

.communication:

" Fairness in presentation is a very important concept,
and perhaps it is now blending into a legal concept
even while it remains an accounting one with the same
name. By ‘‘fairness in presentation’’ I mean that the
financial statements reported on by the auditor must
reflect the economic realities of the entire business

- operation—and 1 emphasize the word *‘realities’’—
and must not have been arrived at merely mechani-
cally or by rote, even though all of the procedures and
processes, when taken in-segmeiits, may each have
comported with generally accepted accounting princi-'
ples or.generally accepted auditing standards.

' Hence, while GAAP and auditing standards are, of
course, extremely useful tools in arriving at fair pre-
sentation, they are not necessarily insurers of that ar-
rival. This statement may represent an inherent con-
tradiction to accountants, who believe that proper
adherence to generally accepted accounting principles
and auditing standards must inevitably lead to fair pre-
sentation. But T think that that distinction is under-
standable to nonaccountants and even to laymen who
are neither accountants nor lawyers.

It will not do, in my opinion, to view accounting as.
a modular concept which has differences from reality,
so that only initiates or experts can really understand
it, and they must act as interpreters for everyone else.
Rather, I think that intelligent and educated persons
who are not accountants, but who are businessmen
and who are investors and who are lawyers and others,
must be able to look at it and be informed by—and
certainly not misled by—accounting statements even
though they are statements that are made in a complex
discipline.5s

REASONABLE APPLICATION OF
PROFESSIONAL STANDARDS

In order to produce reasonable results, GAAP and
GAAS must be reasonably applied. Under GAAP and
GAAS, the auditor has little authority or responsibility
to see that GAAP are reasonably applied. When there
are no specific criteria for selecting alternative GAAP,
the auditor is discouraged from challenging any of
the available alternatives. This has given rise to vari-
ous schemes calculated to produce misleading results,
such as artful accounting, creative accounting, and sa-
lami accounting. :

Artful accounting involves incomplete disclosure,

55.  Paul Gonson, ‘*Disciplinary Proceedings and Other Remedies
Available to the SEC,"" Business Lawyer, March 1975, p. 191.©
1975 by Business Lawyer.

-or disclosures buried in footnotes or in the auditor’s
* report itself, or failure to give equal prominence. to

related matters. For example, where realization of in-
come and the related receivables is doubtful, the au-
ditor usually gives a *‘subject to realization” qualifica-
tion in the report. Although disclaimers and qualifica-
tions have been effective in avoiding liability in some
cases, they have not avoided liability where there has
been a failure to communicate significant information
that was known or should have been known to the
CPA in the particular factual setting.56

Creative accounting involves the selective choice
and/or corruption of accounting principles to present a
misleading impression. Corruption is accomplished by
applying accepted principles in inappropriate circum-
stances. or in an unacceptable or misleading manner.
Creative accounting sometimes goes even further and

. actually involves the structuring and implementing of

transactions primarily for the sake of presenting an
attractive financial picture with little or no regard for
economic reality.5?

. Salami accounting is.the practice of covering up
past errors ‘‘whereby the amount of the error is sliced
very thin and taken up gradually over future periods so
as not to distort the main fare.”’s8 The incentive for
salami accounting is that the auditor avoids having to
blow the whistle on himself. Auditors seldom benefit
from fraudulent schemes except for possibly retaining
a client of dubious value; however, covering up past
mistakes does provide a powerful incentive against full
disclosure. '

A ROLE FOR UNIFORMITY AND
CONSERVATISM

If the accounting profession is to meet its challenge,
uniformity and conservatism must be increasingly im-
posed on accounting practice. Alternative procedures
give latitude in reporting that can ultimately result in
investor losses.

Although both understatement and overstatement
of income are undesirable, the major losses and finan-

56. One of the earliest court decisions involving auditor's.liability
warned that a *'subject to realization’’ qualification is an unsatis-
factory communication that assets are overstated. See In re Lon-
don and General Bank, [1895] 2 Ch. 673. The case of Herzfeld v.

Laventhol, Krekstein, Horwath & Horwath, 540 F.2d 27 (2d Cir. .

1976}, involved a similar problem. For a summary of court deci-
sions relating to disclaimers and gualified opinions, see note 11 in
Chapter 5. For cases dealing with the unaudited situation, see note
33 in Chapter 5.

57. See Staff of Securities and Exchange Commission, Report to
Special Subcomm. on Investigations of the, House Committee on
Interstate and Foreign Commerce on the Financial Collapse of the
Penn. Central Company, 92d Cong., 2d Sess. 33-83 (1972).

58, Henry P. Hill, “*Responsibilities and Liabilities of Auditors and
Accountants—An Accountant's View," Business Lawyer, March
1975, pp. 169-80 at 179-80.
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ORDINANCE NO. 415353 , (0. 81-67)
(New Series) - v a4
' - UHL IR

AN ORDINANCE,AMENDING CﬁApTER'II;.AﬁTICLE 4,
OF THE SAN DIEGO MUNICIPAL CODE BY AMENDING
SECTION 24.0907.1, RELATING TO USE OF SURPLUS
UNDISTRIBUTED EARNINGS; ADDING NEW SECTION
24,0404 RELATING TO DETERMINATION .OF AND
QUALIFICATION FOR ANNUAL SUPPLEMENTAL BENEFITS.
WHEREAs; the City Council reqﬁested the Retirement Board
of Administration (herein called "Boérd") to study - the problem
faced by retired employees as a result of extreme inf;ationaryA
factors; and |
WHEREAS, included within the request was the proposal that
Surplus Undistributed Earnings experienced by the Retirement
System (herein called "System") be treated in é manner'so that
50% of said earnings be distributed to retirees under condifions
and mathematical formulae to be developed by Board; and g
WHEREAS, the Board established a special committee to
study such distribution and-submit its recommendations to the
full Board; and
WHEREAS, said special committee met and deliberated on
"July 3 and July 15, 1980, and developed criteria for distributipn
to Qualified Retirees; and | |
WHEREAS, said criteria and distribution concept was reported
to -and approved by the full Board at its regularly scheduled'
Ageiing of July 18, 1980; and

' WHEREAS, said distribution of Surplus Undistributed Earnings

to Qualified Retirees constituted a change in pension benefits



requiring an amendment to the Municipai Code of The City of
San Diego and a vote of the members of the System‘es required
uby Section. 143 1 of the Charter of The Clty of San Dlego, and.
WHEREAS, the Board has fulfilled its Charter respon51b111ty
and submitted to the City Council the proposed plan for
distribution of Surplus Undistributed Earnings for legislarive
approval by the Council prior to the election of the members of
the System- and | | ’
WHEREAS, the City ‘Council, by Resolution No. 242479, dated
August 12, 1980, approved the plan and submission to the system
members for a vote as required by the Charter; and
WHEREAS, the election was conducted and the membership
vote tallied and certified on September 15, 1980; and
WHEREAS, the members approved theAproposed eﬁange in'benefits
set forth in the plan;4and : o
WHEREAS, it is now necessary to amend the retirement
ordinances contained in the Municipal Code in order to effectuate
saié changes; NOW, THEREFORE,
BE IT ORDAINED, by the Council of The City of San Diego,
as follows: _' |
Section 1. fhat Chapter iI, Article 4, of the San Diego
Municipal Code be and the same is hereby amended by‘amending
Section 24.0907.1 to read as follows:

{ , SEC. 24.0907.1 SURPLUS UNDISTRIBUTED EARNINGS

P

At the beginning of each fiscal year the Board shall

determine the Surplus Undistributed Earnings of the System

and shall provide for the distribution of same as follows:



—— bt

Fifty percent (50%) of such amount shall be credited
to the Reserve for Employer Contributions for the sole and
exclus1ve purpose of reduc1ng the System s llabllltleS'
flfty percent (509) shall be credlted to an account 10 |
provide monles to pay annual supplemental benefits to
Qualified Retirees. Sums transferred to the Reserve for

Employer Contributions shall be credited to the accounts of

. the City and its contracting agenc1es in the same propor—

tion as the employer reserves for their active and retired
members bears to the total of all employer reserves for all
active and retired members on the preceding June 30. If,

at the time of the annual determination, the amount provided

for the supplemental beneflts is less than $100 000, no

supplemental benefits will be paid .in that flscal year and

‘the monies will be placed in -a special reserve and be

carried forward to ensuing years until such time as the
amount to be provided for this benefit f£rom ensuing Surplds

Undistributed Earnings and the special reserve is $100,000

or more.

Surplus Undistributed Earnings shall :be comprised of
inVestment'earnings received fer the previous fiscal year,
as deflned below, less: o |

| B (l) man—aﬁepnt sufficient to credit 1nterest “to
the contribution accounts of the members, City, and

the Unified fort District at an interest rate deter-

mined by the Board and distributed in accordance with

Section 24.0905 and related Board rules;

-3



(2) an amount sufficient to meet the budgeted
expenses'and-costs of operating the éystem, including -
L all personnel and serv1ces for the flscal year; and

| (3) an amount necessary to malntaln ‘such reserves,

for contingencies as the Board deems appropriate on

.advice of its investment counselor.

Investment earnings received shall include, by way of
example but‘not.limited to, all interest received (nét of
interest purchased) on notes, bonds, mortgages, short-term
money market instruments, and savings accounts; cash
dividends received on stock investments; and all realized
qalns and losses from the sale, trade or conversion of any
investments. It is.the intent of thls sectlon that 1nvest—
ment earnings for the purpose of dlstrlbutlng annual
supplemental beneflts to Quallfled Retirees shall be ’
determined on a cash basis, except that 1nvestment earnings
shall be increased or decreased by the amount of the annual
~amortization of purchase discounts or premiums on interest-
bearing investments earned in accordance with generally
accepted accounting pr1nc1ples for flnanc1a1 reporting
purposes. No subsequent changes in the method of accountlng

for the System shall affect the determlnatlon of 1nvestment

earnings recelved. Surplus Undlstrlbuted Earnlngs shall be
determined by the City Auditor and Comptroller in accordance
with the definitions of this section and shall be certified

by the City's independent public accountant.



Section 2. That Chapter II, Article 4, of the San Diego
Municipal Code be and the same is hereby amended by adding thereto
 a new Sectlon 24. 0404 to read as follows-

SEC. 24.0404 ANNUAL SUPPLEMENTAL BENEFITS—~QUALIFICATION
AND DETERMINATION

The purpose and intent of this section is to provide
necessary guldellnes for effectuatlng the payment of annual
supplemental benefits set forth in Secticn 24.0907. ] of this
Code by\(a) identifying and defining those retirees qualified

| to receive such benefit and (b) establishing a method for |

determining the amount of the annual supplemental benefit.

A. QUALIFIED RETIREES: For the purpose of identifying

s

thoée retirees who shall be‘deemed qualified to receive the
anﬁual éupplemental benefit eétablishéa in this Code, thé,
following critgria shall apply:
1. The retiree must have coﬁpleted a minimum
of ten (10) years continuous service as a member of
the system in order to be qualified;
2. The retiree must be on the retirement payroll
for the month of October of any year in which benefits
are to be paid except as prov1ded otherw1se in Section 3
of this ordlnance for the first year's dlstrlbutlon-
3. Qualified Retirees shall be limited to the
following classes:
i; ’ : (a) Retired General and Safety members;

! (b) Retired Unified Port District members; and



f

(c) General, Safety ané Unified Port Distficf
member survivors receiving monthly pensions from
the sygtem;‘proyided'ﬁhe 6éq9és§d gené:al‘or,éafgty :
of Unified'Port‘Disﬁfict.meﬁber Had mét'tﬁe'minimum“
continuous service requirement in subsection A.l.
above. |
4. Legislative and Special Class'safety meqbers
and the survivors of both classes shall not be eligible
fof.participation in the annual suppleméntal benefit

program established by this Article.

B. DETERMINATION OF BENEFIT AMOUNT AND PAYMENT THEREOF:

For the purpose of détermining the amount of the suppleﬁental
'bénefit payment tb Qualified Retirees,‘the foliowingyproceés
shall apﬁly: | o
1. The Retirement Officer each year éhall - -
identify all Qualified Retiregs,on the retirement payroll
for the month of October. |
2. The Retirement Officer shall then determine
the number of years of creditable service possessed
by each Quaiified Retiree identified iﬁ 1. above.
3. The nﬁmber'of crediﬁablé years for all
Qualified Retirees shall be added togethef-to determine
the total sum of Qualified creditabie years.
4. The total sum of Qualified creditable years
shall then be divided into the total of Surplus

Undistributed Earnings designated for distribution
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pursuant to Section 24.0907.1 of this Code to arrive

at a per annum dollar value for each creditable year.
5. The per annum dollar value-shall then be

multiplled by each Quallfled Retlree s credltable ser—-‘

vice to determine the annual supplemental benefit to be

paid each Qualified Retiree the following November.

6. Survirors of deceased Qualified Retirees, as
defined in subsection A above, shall be eligible éor
annual supplemental benefits, said benefits to be
determined in the same ratio as their monthly benefit

bears to the monthly benefit received by their deceased

retired spouse. : ’

. C. MISCEtLANEOUS: The Retirement Board, with the
'cooperarion and approval of the City Auoitor and'Comptrollér,
shall promulgate necessary rules to effectuate the provisions
and intent of this Article.
Section 3.‘ Irrespective of the provisions of Section 24.0907.1
relating to Surplus Undistributed Earnings, the total dollar
amount of the first distribution of annual supplemental benefits
to Quallfled Retirees for flscal year 1981 shall not exceed
$1, 000 000.00 and shall be pald in the month of December,. 1980,
to those.Quallfled Retirees or survivors on the retirement payroll
for the month of November, 1980.
{' TSectlon 4. This ordinance shall take effect and be in force
on?the thirtieth day from and after its passage.
APPROVED: JOHN W. WITT, City, Attorney
: | By ﬁéié/
JK:1co:352 qisk Katz, Chief (eputy
9/18/80

Or.Dept. :Retirement
Aud. Cert.#81222

J-15353
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' Passed and adopted by the Council of The City of San Diego on ﬂﬂ IR *H'ﬂ ,
by the following vote:

Nays Not Present - Ineligible

Councilmen Yeas
Bill Mitchell - 7 S O O ]
Bill Cleator O 1 g U
Bill Lowery 0. - .0 [T o
Leon: L. Wﬂfiams : R - (]
Fred Schnaubelt E’ O O [
Mike Gotch [B ] 1 ™
Larry Stirling 4 ] L] ]
Lucy Killea P 1 ] L]
Mayor Pete Wilson B/ L] ] o
. PETE WILSON
AUTHENTICATED BY: ' Mayor of The City of San Diego, California. ’
CHARLES G. ABDELNOUR
City Clerk of The City of San Diego, California. ’
(Seal) .

I HEREBY CERTIF Y that the foregoing ordinance was not. fmally passed untiltwelve calendar days had

Aelapsed between the day. of its introduction and the day of its final’ passage to wit, .on

SERZIM0 . wcon 00T 1980

I FURTHER CERTIFY that the reading of said ordinance in full was dispensed with by a vote of not
less than a majority of the members elected to the Council, and that there was available for the consideration
of each member of the Council and the public prior to the day of its passage a written or printed copy of
said ordinance. ‘

CHARLES G. ABDELNOUR ,
City Cletk of The City of SanDiego, California.

. . ) ety ‘DEPULY .

Office of the City Clerk, San Diego, California

e

f
104

*a--;.

Ordinance d AT
Number "15 '3 Adopted UG# ¢

cc-1255-A" (REV. 11-79)
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Mr. Pierce congratulated Ms. erkrnsonuon her re-election: B

'MISSION STATEMENT
We pledge to contrnually deliver accurate and timely benefits through prudent administration and -
safeguardmg of the San Diego City Employees’ Retirement System, while ensuring the Fund’s
maximum safety, integrity and growth.

SDCERS RETIREMENT BOARD. MINUTES
. FRIDAY, APRIL 19, 2002

The Retirement’ Board of Administration held its regularly scheduled meeting in the System s
Boardroom. Location: 401 “B”" Street, Suite 400, San Drego CA 92101. Fred Pierce called
the meeting to order at 1:30 p.m.
IN ATTENDANCE:
Trustees: ,Fredenck Pierce, .Chair; John Casey, David Crow, Ray Garnica, Cathy Lexin,
C Mary, Vattimo, Tom Rhodes, Ron Saathoff, Diann Shipione, John Torres Teri
Webster, Richard Vortmann, Sharon erkrnson

Staff: * Lawrenice Gnssom Lori Chapin, Vincent Hayes, ‘Sally Zurnalt Doug McCalla,-
~ . Sheila Leone, Nancye Launer, Bernadette Stratton Merhta Hilario, Sally
: Nadeau Patrick Lane :

F’trblic: o James Cunningham, Robert Blum Kathy Ann Overcast Garry Collins, Pamela |
' Hightower, Matt Davis, George-Wagner, Stan Elmore, Judy Folsom, Nancy =
Acevedo, Rick Roeder, Bob' West, Stan.Elmore

MOTIONTO RATIFY ELECTION#45: . -J.CASEY
- SECOND: L T. RHODES
- BOARD: . : o UNANIMOUS

MOTION PASSED UNANIM usL

MOTION TO APPROVE CONSENT ‘AGENDA ITEMS #A-l: J. TORRES
SECOND: - , : - S. WILKINSON
.BOARD: - : . ' UNANIMOUS

‘MOTION TO APPROVE PASSED UNANIMOUSLY

A SERVICE RETIREMENTS

1. Lewrs R ‘Anderson 11, Police Department Police Ofﬁcer 11, 20. 02 years creditable service.’
‘Age 55.36. Effective date 04/16/02. Estimated monthly allowance $3,436. 80 plus
$128. 27 COLA maxrmum benefit wrth survrvrng spouse provisions. L

2 Dolores A Crsneros Water Department Clencal Assrstantll 11.17 years credrtable
" service.. Age 62.00. Effective date 03/15/02. Estrmated monthly allowance $588.41
plus $29.73 COLA, maximum benef t wrth no continuance: (DEFERRED)

: (BOARD RULE 17C) ‘

3. Loretta P. Cory, Unified Port Dlstrrct Admlnrstratrve Assistant, Corporate Service, . .
© 20.07years creditable-service. Age 62.34. Effective date 04/12/02. Estimated monthly
. allowance $2,089.49 plus $62.51 COLA, maximum benefit no continuance.
(ADDITIONAL FUNDS FROM SURVIVING SPOUSE MONIES)
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4. Don J. Hargraves, Unified Port District, Engineer Technician Il, 37.10 years creditable
service. Age 64.42. Effective date 04/05/02, Estimated monthly allowance $3, 938 24
" plus $85.78 COLA, maxrmum benefit with survrvmg spouse provisions.

5. Borden Neece, Unified Port District, Lead Marntenance 21.60 years credltable service.
. Age 56.39. Effective date 04/19/02. Estimated monthly-allowance $2,203. 30 plus $47.58
, ‘COLA maximum benefit with surviving spouse provisions.

: 6 “Beverly J. Smlth Clty Treasurer Executive Secretary, 10.36. years creditable service, Age'
- '62.00. Effective date 04/20/02. Estimated monthly allowance $609.90 plus $33 41 COLA

- maximum benefit wrth survrvmg spouse provnsrons (DEFERRED) .

7. Robert J. Sulllvan Unifi ed Port Dlstnct Harbor Pollce Officer; 19.00 years credltable
service. Age 55.79. Effective date 04/20/02. Estimated monthly allowance $2,732 23
plus $165 34 COLA, maximum benefit with surviving spouse provrsrons .

.8. Viola J. erhams Park & Recreation Department Administrative Aide 11, 20.88 years . .
creditable service. Age 58.90. Effective date 04/20/02. Estimated monthly allowance
$1,696.55 plus $94.70 COLA, maximum benefit with no continuance. i .

- B. APPROVAL OF ALTERNATIVE BENEFIT ACCRUALS ‘DROP: THROUGH
. APRIL9, 2002 - - - .

1. Leslie G Baran, Metropolltan Wastewater Department, Clencal Assistant Il, 15 52 years
creditable service. Age 66.86. Effective date 04/01/02. Estimated monthly allowance
-$1,088.51 plus $75.77 COLA maxrmum benefit with no continuance.

2. Richard Flores, Metropohtan Wastewater Department, lnstrumentatlon & Control

" ‘Supervisor, 24.83 years creditable service. Age61.00. Effective date 03/30/02.

. Estimated monthly allowance $2,854.06 plus $105 54 COLA maximum benef' t wrth
B survrvmg spouse, provrsrons _

3. Patrick J Shanley, Police Department Police Detectlve 21. 32 years credltable sefvice.
- Age 55.42. Effective date 04/08/02. Estimated monthly allowance $3,740.86 plus
: $145 70 COLA maximum benefi t with survrvrng spouse prowsrons ‘

4.' Louis A Tamagm Police Department Police Detectlve 21 44 years creditable service.
"~ Age 50.00. Effective date 03/25/02. Estimated monthly allowance $3,127.10 plus $94.86
. COLA reduced benefit, with surviving spouse provrsrons (OPTION 1)

B, Howard C Williams, Police Department Police Sergeant, 30.01 years creditable ser\/ic'en
Age 51.50. Effective date 03/20/02. Estimated monthly allowance $5,809.46 plus |
$158.74 COLA, maxrmum benet" t Wlth surviving spouse provrsnons :
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C. SPECIAL DEATH BENEFIT . '
1. Payment to Jill A. Murray, widow of James R. HuII Fire Department Firefighter. 17.16
~ years creditable service. - Effective date. 11/25/01 Estimated monthly continuance

-$2, 759 05.

=

. DISPENSE WITH THE READING AND APPROVAL OF THE 03/1 5/02 MINUTES

m :

m,

STATEMENTS OF MEMBERSHIP THROUGH APRIL 9, 2002

APPROVAL OF SDCERS’ TRUST FUND FINANCIAL STATEMENTS FOR 02/28/02.

: GENERAL
POLICE
FlRE

i
‘UPD GENERAL MEMBER

LEGISLATIVE
LIFEG UARD

MLPM_AM

F CONTRIBUTIONS THROUGH APRIL19 2002

AMOUNT

| Dietra Hughes

NAME DEPARTMENT . REASON
| S: Kurzenski - .Police ’ Refund of Contributions 45,681.59
e : ' Death Benefit 23,126.82
SUBTOTAL 68,808.41
Chris Chaney . Police - Quit | $ 33,559.56
| Tom Kim - -Fire Quit . 266.41
.-| Mark Bisson -Metro Wastewater Quit -12,983.54
“{ Judith Bisson, Metro Wastewater Quit - 12,690.49
Thomas Purcell Park & Recreation’ Quit .3,025.94. -
Darrell Jennings Park & Recreation Quit 2,858.51
Toni Hund Water Utilities Quit 5,227.38
Darron Lee Metro Wastewater Quit 2,677.82
Kelly.Owen . Metro Wastewater Quit 6,103.27
.Mark Fendrich Police Quit 121,372.48
Dale Davis . | General Services/Streets Div | Quit 20,633.16
Tim Coder Park & Recreation =~ Quit 16,628.60
General Services/Streets Div_| Quit 6,944.89
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CONSENT AGENDA ITEM | PASSED UNANIMOUSLY. PAGE 1 REFLECTS THE VOTE. -

ge DROP RETIREMENT DISBURSEMENTS THROUGH APRlL 27, 2002

. -03/30/02-

| Remain on account "

Weshley R. Ascraft Police Sergeant Remain on account
Ralph E. Basquez Heavy Truck Driver Remain on account. 03/30/02-
Richard W. Bennett Police Lieutenant Remain on account -| . ... '03/30/02
'David A. Buck ' Fire Captain Remain on account - '0'4/01/02: S
| Michael J. Burleigh Airport Operations Technlclan Remain on account 04/01/02 - - -
Gerald A. Cannon | Battalion Chief Remain on account -:x.0,4/0,1'102~.=' o
Donald E. Cevera Associate Civil Engineer .| Remain on account '.04/3D/02-5 )
" | Antonio Diaz Equipment Technician | Remain on account " | 04/1.3/0?
Maurice Gonzales Welder ' Remain on acecount ¢ 04/20002° .- .-
| Tappin A. Gorman Jr. ~ | Fire Captain Remain on account 04/01/02
| Susan K. Hays . Police Officer II ‘Remain on account _ U 04/02/02 -
| James J. Hunter Fire Battalion Chief Remain on'account C . 04/01/02 .
Daniel A. Ignosci Fire Captain - .| Remain on account * [ T o0401/02 - -
Lawrence J. Lindstrom | Police Detective Remain on account - 04/27/02
| Peter A. Lopez - " Deputy Director Remain on account’ - 1 04/02/02
Eduardo T. Medina Police Detective Remairn on account 04/15/02
Herman G. McFeely, Jr. | Fire Engineer Remain on account - - 04/01/02 -
‘| Irene M. Mershon Senior Typist Remain on account . 04/01/02
Jerry K. Northcutt .~ - | Fire Captain Remain on account ' ‘~04/“0;1l0‘2' B
Robért‘E. Osby | Fire Chief - Remain on account .04/01/02 .- -
Dale M. Partusch Fire Engineer ‘|- Remain on account 04/01/02 = -
| Thomass J..Payne . Police Sergeant . | Remain on account.. - 0427102 *
“| Jack Powell - Building Maint. Supervisor * - | Remain on account: . 04]01702."
| Thomas Quijencio Fire Engineer " Rerﬁain on account ' T 427102
| Gary W. Reichle. Police Detective Remain on account 103/30/02 .
,'Charles"R. Rivas Fire Engineer Remain on account. " 04/01102 :
Oran L. Shadoan Fire Engifxe’er. Remain on account 03/31/02 .
Stuart H. Swett' . Senior Deputy City Attorney | Remain on account- " 04/01/02
.| Thomas E. Trainor - Deputy Director " | Remain on account 04/04/02 . -
David A. Ytreus' Firefighter

04/04102. .
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1. .Edward Johnson, Water Utilities, Laborer

' BASED ON THE APPLICANT’S ATTORNEY’S REQUEST, MOTION TO REFER THIS

APPLICATION TO AN ADJUDICATOR: . J. CASEY
SECOND:; . | ° D.CROW
BOARD: - ' . L UNANIMOUS

_MOTION PASSED UN NIM

. Kathy A. Overcast, Unlf" ed Port District, Maintenance Worker. 2.93 years of credltable ,
service. Age 43.57. Effective date 05/18/01. Estimated monthly allowance $760.23 plus
T, $4.21 COLA, maximum benefit with-no contmuance (ADDITIONAL FUNDS FROM
-+ 'SURVIVING SPOUSE MONIES)

BASED ON STAFF’S RECOMMENDATION AND ON THE MEDICAL REPORTS,

 MOTION TO DENY: - o . . D.CROW
_'SECOND: T .- . "“D.VORTMANN -
‘DISCUSSION: - - -

- Attorney Matthew Davis asked the Board to reconsrder its motlon to deny He stated
.. Ms. Overcast initially experienced back pain in July 1999 as the result of having to move
~*heavy furniture and wall dividers for the Port District as a Maintenance Worker. She
experienced debllltatlng back pain in September 1999 after operatmg a 90-pound
jackhammer, in which she sought medical treatment. Staff's recommendation for denial
seems to be based on one doctor's opinion that she had a degenerative disease in her
- ..lower back. However, Dr. Larry Dodge indicates that Ms. Overcast suffers from chronic,
" reoccurring lumbar sacral strain. Her chiropractor, Dr. Frazier, put work restrictions.on
_her that included no litting of over 25 pounds, no repetitive bending, stooping or twnstmg,
-which Dr. Lane agreed with. As to the industrial nature of the disability, Dr. Frazier found
that this was industrially related and Dr. Dodge stated that the patient’s current symptoms
" and disabilities are related to the industrial i injury in question. Dr. Lane opined that ‘
Ms. Overcast's symptoms were a flare up of her previous industrial injury from July 1999.
In addition, the Port District sent Ms. Overcast-home in January 2001, based on several
‘reports of an ergonomic specialist who found her unable to do her jOb anymore. For
these reasons, he asked that the Board grant the lndustnal dlsablhty apphcatlon or to refer
the matter to an adjudicator. - .

SUBSTITUTE MOTION TO REFER THIS CASE TO AN ADJUDICATOR; -
| . 'R.SAATHOFF. -
"SECOND / A S J. CASEY"

' DISCUSSION: -
Ms. Wilkinson said she would like to hear from the Board’s medical spemallst
Nancye Launer
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Ms. Leone replied that Ms. Launer is not here today. However, she 'has some. o
understanding of this case. .She understands that this is a degenerative condltlon of a
very short-term employee with no specific injury that would have been severe enough to
~ - cause the condition in her back.” The Board's certified orthopedlc surgeon has given an

opinion that there is no way that over this short term with no specrﬁc lnjury that back paln
of this seventy could have been the result of her job.

Ms Wilkinson said under the Board’ s rules, if there is a conflict in the rnedlcal' records,
these cases will be sent to an adjudicator. In her additional read of the reports; she didn’t
recognize the conflict. However, in hearing Attorriey Davis’s comments she would '

: support the substltute motion to refer thls to an adjudlcator e

‘Ms Shipione-said she would support the substitute motion to refer thls to an adjudlcator
She would also support a motion to contlnue th|s 30-days so Ms Launer could address
the Board at the next meeting. S

‘Attorney Davis sald he believes this case ‘has already been contlnued twrce and he ~
‘believes he has exhausted his requests for contlnuance pursuant to the Board s rules

Ms Plerce stated the Board could clearly waive its rules in this case
’ Attorney Davis said he would like to see thls move forward

Mr. Casey said he w0uld agree w1th referring thls to an adjud|cator because of the o
apparent conflict in medical records. A ‘

k Mr Saathoff agreed

CALL FOR THE SUBSTITUTE MOTION TO REFER MS. OVERCAST’S INDUSTRIAL
DlSABILITY APPLICATION TO AN ADJUDICATOR. ' S

‘BOAR_D 12 IN FAVOR: J. CASEY T. RHODES M. VATTIMO D CROW
" F.PIERCE, R. SAATHOFF, R. GARNICA S. WILKINSON D SHIPIONE
J. TORRES, T. WEBSTER, D. VORTMANN '
- 1 OPPOSED: C.LEXIN ..
MOTION TO REFER TO AN ADJUDICATOR, PASSED 12 TO 1.

, 1. Christopher Barker, Streets Division Heavy Truck Driver Il,-15.26 years. creditable " '
S service. Age 46.27. Effective date 10/21/00. Estimated monthly allowance $1,572.20 plus ‘
' . $24 06 COLA, maximum benefit with surviving spouse provrsmns (BOARD RULE 17A)
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BASED ON THE ADJUDICATOR’S FINDINGS OF FACT AND RECOMMENDATION,
.MOTION TO APPROVE: . , : . - . D.CROW
SECOND: ; P 'J. TORRES .
BOARD: | ) : * UNANIMOUS

MOTION TO APPROVE PASSED UNANIMOUSLY:

: g agn ., Rea ate Assets, Carpenter. 12.21 years creditable service. Age
. 94.39. Effective date 03/04/00. Estimated monthly allowance $1;792.03 plus $45.10
- GOLA, reduced benefit with 100% continuance to beneficiary. (QPTION"I‘.I').Z‘ T

'MOTION TO ADOPT THE ADJUDICATOR’S FINDINGS OF FACT AND - -
'RECOMMENDATION TO DENY MR. WAGNER'S INDUSTRIAL DISABILITY, * - -
' - S WILKINSON "

" APPLICATION: o SON
 SECOND: : » D.CROW - ' =
DISCUSSION: . ‘ ‘ ‘ e

Attorney James Cunningham spoke against the motion to deny. He stated that this case
involved a question with Dr. Hackley, who the Board questioned for his lagk of reporting
at the hearing before Judge Duffy. Dr. Hackley testified under oath that the applicant ..
worked seven days a week, lifting up to 300 pounds at a time, etc., uitil Mr: Cunningham

.questioned him whether he knew this to be fact or if he was speculating.”Dr. Hackiey .
admitted that he was speculating.- He also testified at the trial and in his ‘medical report -
that the applicant at the time he was examined had been.working for the past-13 rmonths
as a Carpenter, wearing orthodics. " At that point in time, Mr. Wagner had not been '
working and had already been through the vocational rehabilitation program restilting

. from the-Worker's Compensation claim. Dr..Hackley testified and Judge Duffy relied ~

- upon Dr. Hackley’s testimony. Mr. Cunningham said he was very.disturbed at Judge I
Duffy’s two’page finding on a full day’s trial. Judge Duffy’s opinion, on Page 2 states that
‘he believes the applicant could continue working unrestricted on his job,as outlined:in .

- Exhibit #9. However, Mr. Wagner wasn't working on his job at the time of the trial, nor: .
‘'was he.working full duty at the time Dr. Hackley examined him. -It is obvious tHat Dr.:: -
Hackley was not prepared at.the trial, nor was he in a position to r’en‘def an-opinion.” ‘
regarding Mr. Wagner's disability. Unfortunately, Judge Duffy relied upon his‘reportand .
testimony.. Forthis reason; the Board had contintied this.casé until today so itwould.
have'the opportunity to review the transcripts. He added thathe received a fax from

' Staff a few days ago that indicated the City is holding a positiori-open for Mr..Wagner. .
However, there is nothing that states they will allow him to return with his work: = -
- restrictions. - ' o K

Ms. Leone agreed that Dr. Hackley was not a good witness. To say that hé was.not
prepared to render ah opinion is false.'She stated that Dr. Behr, who is ah orthopedic.
surgeon, examined Mr. Wagner one month after he stopped working ‘and rendered. an
-opinion that Mr. Wagner was completely normal under his examination and did not. .-
require any work restrictions. 'In addition, Mr. Wagner's MRI was totally normal. She -
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agreed that Dr ‘Hackley wasn’t prepared to testlfy She has spoken to him and written to -
him about her dlssatlsfactlon A Trustee has also written to him about her dissatisfaction.
However, the MRI is what itis. The Judge’s opinion is short because the applicant is not.
disabled and failed to sustain his burden of proof. The reason she distributed the

- Department Director's memo stating they are holding a job for Mr. Wagner is to show
that he i is notina catch-22” position.

In-a regular trial,-Ms. Wllkmson asked what the rules are with regards to retrying a case if
mistakes of fact were made at the original heanng or trial. '

. Ms: L.eone sard the mlstakes of fact were'in Dr Hackleys testlmony His testlmony was
factually erroneous: However, she doesn’t believe there were any mistakes of fact with
the MRI, which does not support Mr. Wagner's injury. Therefore, she doesn't believe

+there'is anythrng to retry. The judge's job is to look at the facts, which he did. He also
reviewed and overruled Mr. Cunningham's.objections and stated in his supplemental

) d/ecrsmn that he basically concurred with Staff's papers. She reiterated that Dr. Behr and
Dr. Colson's reports support Judge Duffy's decision to deny.this case. As for a trial

' court Ms. Leone sald there are no rules that she is aware of for retryrng a case.

Attorney Cunmngham sald ifthe Board demes this case it will end up in Superior Court
The only remedy for the Supenor Court is to determine whether Mr. Wagner provided the
_preponderance of the evidence and whether he had the medical evidence to support his

. claim: If Supetior Court determines that Dr. Hackley s report was not substantial, it will

. be removed from the record. If the judge relied upon imperfect and disingenuous

testlmony, then Judge Duffy s opinion will hold as much weight as Dr. Hackley's opinion:
‘As a'means to avoid additional financial hardship to Mr. Wagner, he would recommend
that the Board continue this 30-days to give Trustees the opportumty to review the -
evidence pnor to votlng '

Ms. erkmson said she would be more inclined to refer this. back to Judge Duffy to
resolve the factual evidence..

Attomey Cunmngham said he had provided his objections to Judge Duﬁy which were
overruled. However, he doesn't believe the judge spent much time reviewing his .
objections and dld not’ attempt to correct the record. :

Mr. Saathoff said it doesn’t seem the transcript would provide much information.
Therefore, this will ultimately end up in Superior Court. Regardmg the “catch-22" issue,
he indicated that the Department Director’s letter doesn’t state they are willing to bring
Mt Wagner back to work with his work restrictions, only that they are holding this job~
open. He asked if the City has cleared Mr. Wagner for full duty. If so, he would support ‘
.the motion to deny this case If not, he can’t support the motion.
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Ms. Leone rephed that Mr. Wagner could return to work if he would liké to. The Board s
medical evidence has shown that there is no disability. If the job is' there andthe
" Department Director has said he can return to work, there is no reason the Board should :
_grant this drsabrlrty or refer it back to the adjudicator. :

Mr. Saathoff said.if the City says Mr. Wagner can return to his job based on the Worker’s
Compensatlon records, he would be happy to support the motion to deny f not, he:
won’t support the motion to deny.

' Attorney Cunhingham referred to a document dated 1/25/00 thatt was sent- from Mano
Sierra, the Assistant Department Director at that time, to Mr. Grissom indicating. that
Mr. Wagner cannot return to work with his work restrictions. : He- clarrf ed that there is no ;
medlcal clearance for Mr. Wagner to return to work. : i

. Mr Pierce remlnded Mr. Saathoff that there are different standards between thrs Board

" and the City.  Whether the Board Irkes this or not, it is a fact. Therefore, the fact that the

- City is or-isn't prepared to return Mr. Wagner to work is not relevant for this Board. Jtis a'
breech of the Board s fi ducnary duty to pay a benet" t to-a-member who hasn't proven he '

-is drsabled ,

Mr. Saathoff said he would like the opportunrty to review v the transcnpts to determlne
-whether the City will allow Mr. Wagner to return to work f

| Ms Shlplone said she would vote agamst the. motron to deny because the Board s doctor.
falled to do his job.. She asked if this case could be referred to a drfferent adjudlcator

" Ms. Chapln replied, “No.” To do so would be consrdered judge shopprng, whrch is’

" inappropriate. Just because there was a bad witness doesn’t give: the Board the @~
authorrty to grant a dlsabrlrty :

Attorney Cunnrngham agreed wrth Ms. Chaprn

Ms: Chapm stated that there was other medlcal evrdence that dldn't support the
' drsabrlrty - :

Ms. Shipione suggested that a clean hearing might be approprlate ‘i‘n this-Gase. .

le Chapln said the Board could refer-the appllcant to another physrcran which has :
- never done before. If this were to occur, the new physrcran s report could be forwarded
- to Judge Duffy for further consrderahon ‘ :

Ms. Shrprone would support doing thrsr-be_cause of Dr. Hackley’s poot ‘testirn'ony..: :
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. Ms. Lextn asked if the Board has the discretion to consider what goes on in the. Worker's
L Compensatlon process. She stated that she would assume that the Board's Iegal
counsel would concur-with Mr. Plerce S comment -

- Ms. Chapin said she agrees with Mr Plerce

. Mr. Vortmann said he doesnt understand the relatlonshlp between the City cleanng this”
" .-employee to return to work: and whether this i is an actual industrial disability. These are
S two separate issues. .

. Mr. Saathoff said Worker's Compensatlon would not render an employee quallt" ed for
o 'vocatlonal rehabilitation unless it found them to be disabled. The Board doesn’t have the
. same standard as the City. [f the. City states the employee is cleared to return to full '
" duty, there is no question that the employee is not disabled. However, if the Clty won't’
.- clear the employee then there has been a finding of a d:sabxllty under Worker's Comp
. law.

L 'Wlth the dlscrepanones and confusron raised today, Mr. Crow stated it mlght be
s appropnate to continue thls case 30-days so the Board can review the transcript.

"SUBSTITUTE MOTION TO CONTINUE 30- DAYS: | D. CROW

SECOND: o | " R SAATHOFF.
' DISCUSSION: |

Ms: Leone clarified that the reason she brought the memo from the Department Dlrector
‘forward was to show that Mr. Cunningham'’s representation that there is'no job for -
" .Mr. Wagner is false. The Board needs to be.aware of the facts in this case. - She
reminded the Board that Mr. Wagner must meet his burden of proof, which he did
" not do: ‘The MRI did not show anything wrong with Mr. Wagner, nordid a
" podiatrist. and two orthopedic surgeons. The Department Dlrectofs memo further. .
_ shows that the City is holdlng his jOb open.

M. Cunnmgham stated that an MRI wouldn’t show that someone is havmg paln in hisor -
" hercalf. He agreed that the Board should continue this to review the transcript. He

added that every doctor, with the exceptlon of Dr Hackley, believes there is somethmg

wrong wnth Mr. Wagner , : .

Mr. Vortmann said he wou!d vote agalnst a continuance unless the Board provndes the -
criteria for doing so.

. , Mr Saathoff said he would like to read ‘the transcript pnor to voting. He doesnt expect
another Staff report, but would like Staff to address whether the City has'a job for
Mr. Wagner with his work restrictions.

Ms. Leone said the Department Director's memo states they are holding his job'open. ‘
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Mr Casey said an MRI isn't necessarrly the best criteria for determining whether an
employee is disabled. ‘

© Ms. Shipione said she would like Mr. Wagner referred to a drfferent physrcran She
questloned if she could make this as a motlon S A :

Ms Chapln said.a motion to continue takes precedence
CALL FOR THE SUBSTITUTE MOTION TO CONTINUE 30- DAYS

BOARD: : 8IN FAVOR T. RHODES D. CROW R. SAATHOFF J TORRES
T. WEBSTER, D. SHIPIONE, D. VORTMANN,J. CASEY I
5 OPPOSED: M. VATTIMO F. PIERCE, R GARNICA S WILKINSON
C. LEXIN
MOTION TO CONTINUE PASSED 8 TO 5 ‘ SR
.. (Please note: the électronic voting system réflected Mr. Casey as a no vote He asked

-that the final minutes be corrected to reflect his vote as yes
TREH Fﬂﬁmlﬁ? are%

- Mr. Grissom said Staff had been asked that the ‘Earnings Subcommlttee contlnue to do 1ts
work on this issue. . .

~Ms. Webster referred to the Operations Status Report, stating she had asked last rnohth' fora -
-monthly update on the overpayments of the System. She also stated that there are 183

_individuals being underpald She wouild like a timeline for when Staff expects to have these
corrected . . , ‘

Mr. Barn‘ett said he would like to meet with Ms. Webster to determih'e v\’/h.at "exactl:'y ~is.'heeded'

On the same report, Ms. Wilkinson referred to the status of the recalculatlons on the hlgh
‘'one-year methodology for purchase of service contracts.- She stated thiere was no Board
decision on how these would be calculated and she’s unclear as to. what the high one-year is..
She was surpnsed that the recalculatlons are going on smce the Board hasn't made a: '

decrsron on, thrs

M Grrssom said th|s came out of the Audit Report whrch asked Staffto change its. *
procedures. -Staff used to use 26 pay periods to calculate these and then switched t.
calculate on ‘a day-to-day basis, which provides a slightly higher one—year salary.. In Iast
month’s discussion, Staff agreed to foIIow the recommendatron of the Audrt Report

| Ms. WIIkIﬂSOﬂ said this wasn’ta Board decision. Therefore she asked that It be a future:, -
.agenda item.- She cIan’r" ed that Staff is currently calculating this ona day-to day basrs ‘

Ms. Vattrmo asked if there are actua!ly 183 retrrees being underpard
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)

-.'iMr. Grissom replied, “Yes However he explamed that the amounts are not. matenal asthe
hlghest underpayment was $400 per year.” A : :

,:Ms Vattimo agreed w:th Ms Webster that itis lmportant to- have a tlmellne in place to correct
'..these calculatlons

L Ms. Shlplone referred to the Legal Report. Shé asked if George Hoffman had asked to rejoin
: ..}'fDROP and return to work.

B "'{Ms. Chaptn, replied that he hadwithdrawn his disability appiication and asked to.retUm to
' .'-work. , - L ' L ‘

‘ ‘?_.'{;Ms. Chapm stated that the Legal Report included mformatlon on Kenneth Offenbach. Aﬂer
~ " reviewing hIS file more carefully, Staff determined that he was not eligible to apply for a

. deférred service retirement because of the date he was hired. This has been commumcated
to 'Mr.. Offenbach along with information that’ he could appeal Staff's decrsnon To date, .

. .-nnothmg has happened

: Ms Wllkmson asked lf deferred members are not eligible for a service retirement.

Mr. Grissom sald this is correct for deferred members who are not Vested.

'Z. NO KleON REQUESTED
1. UPDATE ON SDCERS STAFFING VACANCIES

' M. Saathoff said. Staff’s report was mcluded in the packet
2. REPORT ON ETHICS COMMISSION

'.Mr Saathoff commended Staff on thelr report He stated that two issues were addressed,
- one which could be addressed through the Board'’s contract language. Staff is further.
.researchlng thls and will bring the mformatron forward in the next few months.

Ms. Shipione asked if the Commlttee has consrdered recommendmg that the Rules
.. Committee draft a policy that would include potentlal conflicts of interest in the contract

. [tanguage

Ms. Chapin said there is already a Board Rule on this, which codld be furth'er ret(iewed.
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Mr. Saathoff said compensated versus non- compensated Board members would also be
- included in Staff's research.

Ms Chapin stated that Board Rule 1.00 generally, dlSCUSS€S the issue raised by
"~ Ms. Shlprone regardlng conflict of interest.

Ms’. Shlplone said she would like the Rules Committee to further artlc.ulate the language.

" Mr. Garnica stated appornted Board posmons are voluntary Therefore, he'd be agamst
. any prohibition for Trustees to do busiriess with outside companies. He would support
‘ ‘Ianguage that would prevent any appearance of a-conflict of interest.

Mr. Saathoff agreed that’ thrs should be. revrewed

-Ms: Lexin commented on.the statement that no trustees are compensated which is |
“incorrect. City employees who are also Trustees are compensated for the tlme they
spend on the Board.

. :Ms. Chapln agreed However the appomted members-do not have the’ revolvrng door
:provisions because they aren't compensated which should be looked at. '

. Ms. Lexrn asked if the Board members who are elected or are exX oft" icio members of the
"+ Board are considered compensated. ‘She would be concerned about the language
_.makrng it difficult for.people to serve on the. Board. " If the Board President awarded a -
‘contract to a firm'and then went to' work for that firm the following week, she would have a
. problem with the apparent conflict. She stated that there is a very detailed Council policy
" and Administrative Reguiation on the conﬂrct of interest code which applies to all Clty

fj‘employees

'Mr Vortmann sald there should be a formal Board policy that all trustees S|gn ‘each year
' statlng they’ are aware of the polrcy .

Ms. Shlprone said full disclosure should also bea part of the pollcy This goes hand in
~ hand with the conflict code and should be agreed to by Board members Staff, vendors
and consultants ‘ :

" -Ms. Lexm said she would encourage the Board not to try to lmpose lts own polrcy with
. regard to this, stating there are already plenty of protectlons in place wrth the current

“policies.

- Inits review, Staff was directed to review the current polnctes along with Staff relatlonshlps
with regard to this. .

3. STATUS ‘ON GENERAL MEMBER REPRESENTATIVE RETIREMENT BOARD
’ TRUSTEE ELECTION _
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: .
. . EFFECTIVE JULY 1, 2002 MOTION TO APPROVE THE COLA INCREAS‘E OF.1.8%

Mr. Saathoff congratutated Ms. Wilkinson on her re-election.

* NOTICE OF OVERPAYMENTS OVER $5,000

A) VIRGINIA BATSELL
B) PERCY L. WALTERS

Ms. Webster stated she wants a timeline on when these will be resolved. She also asked
Staff to include information on any weaknesses in controls that allowed this fo, happen. In

‘addition, she asked that all Staff be informed of the Board's policy regarding the reportlng

ned approximately fourteen months agb. .-

f overpayments, as one of these ha

'A. ACTION REQUESTED
' RECOMMENDED APPROVAL OF ANNUAL COLA ADJUSTMENTS

FOR 1981 PENSlON PLAN RETIREES; 2.0% FOR ALL ELIGIBLE PRE 07/01/01
SDCERS RETIREES AND 1.6% FOR ALL ELIGIBLE POST 06/30/01 SDCERS"
RETIREES, WITH SPECIAL CLASS SAFETY FLUCTUATORS BEING EXEMPT

FROM THIS INCREASE: . " R:SAATHOFF
~ SECOND: C J. TORRES
BOARD: | | UNANIMOUS‘

MOTION TO APPROVE PASSED UNANIMOUSLY.

Ms. Shrplone said she hates for the System to incur further debt but belleves thls
.increase is long. overdue. .

RECOMMENDED APPRQVAL O'F"SDCERS' FY '03 BUDGET
Mr. Saathoff stated that the budget‘ and the: actuariat vattxations wére tr’ail:ed to "Mayv 2002

.‘APPROVAL OF SDCERS ACTUARIAL VALUATION DATED 06/30/01 AND UPD'S
VALUAT!ON DATED 06/30/01 .

Tralled to May 2002.

: REV!EW AND RECOMMENDATIONS REGARDING SDCERS’ CURRENT
':CONTRACTS : :

Mr Saathoff said this |tem is to come back with Staff to provnde lnformatlon on both
finances and on’ how these vendors are performing along with recommendations as to

g whether these serwces should be.continued or if replacement vendors are necessary
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Ms. Shlplone said she wants consideration given to include Ianguage in the contracts
that would require full disclosure of vendors and consultants, mcludmg apparent
.conflicts, legal suits filed against them etc.

‘ Mr Vortmann asked what the strateglc plannmg services contract related to.

Mr. Pierce stated.a consultant had been hired to meet with the Board and Staff on a few.
occasions, which resulted in‘the member survey being mailed. It is anticipated that the.
consultant will.be brought back in once the results of the survey have been talhed

5. RECOMMENDED REVISIONS TO DIVISION 14 OF THE RETIREMENT BOARD :
RULES AND SAN DIEGO MUNICIPAL CODE REGARDING DEFERRED RETIREMENT
OPTION PLAN (DROP) '

"'MOTION TO APPROVE STAFF’S RECOMMENDED LANGUAGE FOR PERIODIC
DISTRIBUTIONS OF THE DROP ACCOUNTS AND FOR THE PROCEDURES TO DO
-SOWITH CLARIFICATION ON THE INTEREST RATE TO COME FROM MR. BLUM:

S L - . R. SAATHOFF
' .SECOND _ , . , " M.VATTIMO
: DISCUSSION o ‘
'Ms. Chapin said the interest is theé interest rate in place on the date an employee leaves
* DROP. It-cannot be lesser than 5% or: whatever the actuarial rate is that the Board sets. .
. 'A member’s DROR interest rate will stay at whatever it was at the time they leave DROP.
- However, if the Board were to later raise the assumed interest rate, the DROP member’s
interest rate would remain at the lower rate.. If the Board were to lower that interest rate.
at sometime in the future, the member's DROP mterest rate could either be lowered or
‘remaln the same '

Mr. Saathoff said the way the DROP plan was originally written, the lnterest rate was
based on the assumed interest rate of the System which could fluctuate up or down
relative to the assumption rates.of the System. .What he has heard Mr. Bluri state.is that.
_if a member leaves SDCERS at the end of their DROP period, whatever interést rateis -
‘being paid at that point in time is locked in, unless.the Board lowered its interest rate. If
this were-to happen the member's DROP account interest could be lowered at that tlme -
but: not below 5% ‘

| . Ms. Lexm sald thls is not what was negotlated

| Mr. Saathoff said. if the assumed interest rate goes up, the member’s DROP interest rate
remains the same once they’ve left DROP. However, their interest rate can be Iowered
-with the System s mterest rate from what it was when they left, but not below 5%.

Mr. Blum said-this is a condition of the Board belng able to pay penodlc payments For
some time, Staff has asked if periodic payments would be allowed from DROP accounts
for those who have already retired. He stated that penodlo payments are tough to do .
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'because of the 415 laws. However, perlodlc payments can be paid and administered so
Iong as there is a cap on the interest rate paid for those who have already- termmated

Ms. Webster said not all members would receive the same mterest rate at the same time. -

: .Mr Blum said this is correct under the law However, the alternatwe is much worse

-Ms. Lexin asked if the Board has the drscretlon to set dlfferent assumption rates from the
,actuanal amount.’ ' S .

Mr. Blum stated that per the Mumcnpal Code the amount credlted to the DROP accounts ‘

is. at a rate determined by the Board. This could be a part of today’s earnmgs
discussion; but he believes it would be appropriate for the Board to do this.
Prospectively, the question is whether the Board could make thls change ThlS is. a
fiduciary decnsmn which would require Iengthy evaluatlon .

. Mr Casey asked if the caps and Ilmltatlons are limited t6 those wantmg payments from
* their DROP account

Mr. Blum sald he belleves those leaving thelr money in thelr DROP account would also
be subject to limitations. However, this would require further review,. as ithas to do with
415 calculations. There does, however, have to be a cap on the mterest rate

CALL FOR THE QUESTION TO APPROVE. :

 BOARD: | .~ UNANIMOUS
',.MOTION TO APPROVE PASSED UNANIMOUSLY T e

~'A. NO ACTION REQUESTED
1. RETIREE COMMUNICATIONS

‘Mr. Crow reported that three communications had been recelved Two have been
the third. .

A NOACTION REQUESTED

1. REPORT ON HEALTH CARE RFP PROCESS

Mr Crow said this. |tem was continued to'May | because negotnatlons are not yet fi nahzed
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" A. NO ACTION REQUESTED

" 1. VENDOR'S WATCH LIST
5, SDCERS' ASSET ALLOCATION STATUS |

-3, SDCERS' SECURITIES LENDING PROGRAM 1.,4 mIIIlon through March 5h,

/., 4. STATUS ON DUE DILIGENGE OF GMO AND NICHOLAS APPLEGATE

5. RUSSEL REAL ESTATE ADVISORS PERFORMANCE REPORT THROUGH 12/31/01

i ,Ms Vattimo reported 1) Putnam would be added to the Watch Llst for significant
, personnel changes; 2) all allocations are tracking within range; 3) the segurities lending
. -program as’of March 5™ had returned $1.4 million; 4) both GMO and Nicholas Applegate
" ‘had passed due diligence; and, 5) the real estate portfolio generated a retum of 2. 8% for
 the quarter and 10.2% year-to-date.

Ms:. Shlplone noted that there had been dlscrepanc:les between CaIIan and
‘Russell’s reporting by approximately 20%: She stated that she had asked Callan
to disclose on each page of their report where their numbers are. based on the
custodlaI bank. Callan agreed to do this gomg forward.

' ‘Ms. Wilkinson asked if there are Cltatlons asto what sources CaIIan uses to derive
: helr numbers

: Mr Gnssom cIarn“ ed that Callan’s quarterly real estate report lags the actual real
_estate report because they base their numbers on the custodial bank: It takes the
bank longer to get the actual real estate numbers than it does for Russell, who gets '

- their numbers directly- from the managers.. However, Callan doe's go back and
correctthei orts onc the receive the actual numbers from Russell.

AT e

A. ACTION RE.QUESTED

1. REVIEW AND IDENTIFICATION OF LARGE CAP GROWTH DOMESTIC EQUITY
MANAGERS FOR A SELECTION INTERVIEW PROCESS.

Ms. Vattimo stated the Committee had selected threé firms to mtervrew next month Wthh
will begin at 1:00 p.m. In addition, the Commlttee will dascuss a short list in the’ mrd cap
core value area next month.
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Ms. Shlprone reported her surprise to learn that all of the managers bemg recommended
for interview by Callan had some financial relationship with them. She added that

Mr. Callahan had respectfully refused to provide her with some information she had asked
for. Therefore, she will be asking, if there are no objections from the Board for a Ilst of
the 399 managers Callan originally looked at. »

2. REVIEW AND IDENTIFICATION OF MID CAP CORE VALUE DOMESTIC EQUITY
‘ MANAGERS FOR A SELECTION INTERVIEW PROCESS. ) . :

Trailed to Ma 2002

B
. 'ACTION RAQ, ESTED

1. RECOMMENDED APPROVAL OF THE ASSlGNMENT OF RREEF S REAL ESTATE
MANAGER AGREEMENT TO DEUTSCHE ASSET MANAGEMENT AR T

MOTION TO APPROVE: - . M.VATTIMO .
‘SECOND: e - R.SAATHOFF '
DISCUSSION:

- Ms: Shipione said she had asked Staff to research how many of the Board & managers
are now owned by mternat:onal firms. . L

BOARD: 12lN FAVOR:.-M. VATTIMO, R. SAATHOFF D CROW J. CASEY
T. WEBSTER, F. PIERCE, T. RHODES, R. GARNICA, D. VORTMANN
J. TORRES, C. LEXIN, S. WILKINSON : : :
1 OPPOSED: D. SHIPIONE ‘

MOTION TO APPROVE PASSED 12TO 1.

2. 'RECOMMENDED APPROVAL OF SDCERS 2002-2004 REAL ESTATE STRATEGIC
- PLAN ELEMENTS AND IMPLEMENTATION PLAN ' ~ . e

MOTION TO APPROVE STAFF’S RECOMMENDED 2002-2004 REAL ESTATE
STRATEGIC PLAN WITH THE IMPLEMENTATION PLAN TO COME BACK' FOR

ACTION AT ALATERDATE: - .. | ‘M. VATTIMO - .
- SECOND: - . o '.R‘SAATH.O_[':F |
DISCUSSION: )

*/Ms. Shipione said she is concerned about this shift because |t takes cash that could be |
used at some point to potentrally assrst with the surplus earnings rssue Forthrs reason ‘
she will vote agalnst thie motion. .
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" CALL FOR THE QUESTION TO APPROVE THE REAL ESTATE STRATEGIC
PLAN.

BOARD 12 IN FAVOR: M. VATTIMO, R. SAATHOFF D CROW J. CASEY
T. WEBSTER, F. PIERCE, T. RHODES, R. GARNICA, D. VORTMANN
J. TORRES, C. LEXIN, S. WILKINSON
1 OPPOSED: D. SHIPIONE

MOTION TO APPROVE PASSED 12 TO1.

A. -~ ACTION REQUESTED

1. RECOMMENDED BOARD COMMUNICATIONS POLICY

. M. Torres said there was no action on this item. However; the éonﬁmlttee referred. this -
- back to Staff to'look at issues with regard to the language as it pertams to the Board and
. 'Staff, which will come back for action next month. SR

'Ms Shipione said she feels strongly that a public Board and lts trustees should be able to:

- speak freely to anyone. In her opinion, it would be mappropnate to tell trustees that they
'can’t talk to the press. Any policy that would restrict trustees in this area she would
oppose. She also questioned whether such a policy could be Iegally enforceable She.
would support any trustee being able to speak to thée publlc :

-Ms WIIkIﬂSOﬂ sald the Commlttee raised the same concerns

Mr. Rhodes said as tong as the Board prefaces that these are personal comments and do
not represent the Board as .awhole he would agree. S

" Ms.-Chapin said if a trustee is. speakmg for the Board thls is a dlfferent rssue

Mr Casey said he believes the Board PreSIdent and Retrrement Admrmstrator should be
g .the general spokesperson for the Board .

Mr. Elmore spoke to the Board s agenda He stated that pubhc comrnent used to be»
‘listed after closed session. At his request, he stated Staff had changed that to fall.

before Closed Session because he felt it discouraged the public from making

comments. In his opinion, all pubhc business should be taken care of before closed T
session. He was dlsappomted to see the earnings issue as the |ast item of busmess o

today.
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For purposes of today's meeting, Mr. Pierce said he would take the earnings issue out
-of order. ' ‘ ‘

"'5; his t?m was.'gailed' to the May 2002 meeting..

ﬁgh.f ey edoert R SRR A LB AL b Pt
‘Mr. Pierce said this is a very important issue this year. As such, a Subcommittee was formed
to address the issues and has met on several-occasions. He asked that the Board allow

comments to the end.

*_Staff to fully present thé Subcommittee’s report before asking questions and to reserve their

- Mr. Grisso‘m provided a detaiied'presentétion of the Subcommittee’s review and A _
recommendations. A copy of his presentation material is included as Attachment A of these
mihutes. S ) :

Mr. Pierce said when the Committee was formed; one of the things the Board had asked was
-what its legal authority_is with respect to earnings under the Municipal Code. On the advice
of fiduciary counsel, the Committee took into consideration what actuarial implications any of

its recommendations would have on the fuind and which of these actions'would serve to
dilute the funded ratio of the system.. The Committee looked at this while takinginto
consideration the Board’s comments that it wanted to send a clear message that it would no
longer finance benefits formulated under the Manager’s Proposal. Currently, the actuarial '
employer contribution rate is at 15% and the System is closer to receiving 10%; which .
increases at 50 basis points per year. This is the ten or eleven’years discussed by Mr.
Grissom. If the Board oyerlays some of these actions to dilute the funded ratio, the
projections-could go from 15% to 18% and it could be.anywhere from 15 to 20 years out
before the cross over under the Ma’nagér’s Proposal occurs. As he understood at the ,
recommendations of the Subcommittee, the following items would essentially reduce the

g funded ratio of the System: 1) crediting of the interest on the DROP accounts as a vested

benefit, which'isa requiremenit of the Municipal Code, which is abouit $5 million; 2) funding,
"the budget if there are not sufficient earnings, which is about $21 million, and underthe
-assumption that.some eamings would stay with the System. Adding these two together is
about $26 million or 1%, which would take the 89% funded ratio to 88%. He added that there
is the fact that there is a difference between the assumed rate and what the System actually
earned this year, so that when the books are closed at the end of the year, this will:be
evaluated on a five-year smoothing basis. By adding the first two items with this and holding

. everything else constant, we are looking at the 84% to-85% range based onthe . .- .

Subcommittee’s recommendation. This is an important threshold because the 82% level
-would trigger the City’s payments to the accelerated, full actuarial rate. :
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Mr.-Grissom said that ‘a'funding ratio of 84% is probable and could actually be worsé dueto
actuarial losses on investments for the ‘02 fiscal year. S : L :

Mr. Casey said he didn't realize the System had reached such doom:and.gloom. -He said he
" has seen in writing that the Board has the authority to set up reserves asitdeems -
~ appropriate. It makes no sense to state we can set up reserves but not be allowed to spend
them. This i$ an implied authority as far-as he’s concerned. Secondly; it points out that .. '
whether or not the System had a bad year the idea of using realized gains.as a mechanismi
“for funding this operation and pay bills has been around way too long., It's not good in his
_ opinion. Theoretically, it's possible to have a stellar year.and for all of the-SySte'm*s’Ez; R
managers to underperform and the System could have a negative realized gain and.not be
able to pay its bills. This doesn’t make sense. I N T
Mr. Grissom said this happened in 1990. The System had a total return of pius 9; but.didn’t
have sufficient earnings-to pay the 13" check. S : R

Mr: Casey said money was taken frqm that reserve then to.pay the 13" check .

Mr. Grissom said this came out of the Andrew’s lawsuit settlement, which céfrigd‘.Withiit"(ﬁe :
~ authority to spend tindistributed surplus earnings on a onetime basis. .~

Ms. Webster asked Mr. Blum if Hanson Bridgett has .o4pined that the 'Bo‘arc'f doesn't have .
- discretion to use different rates. o I - '

- M. Blum said the short.answer.is yes.

Ms. Webster asked if the Board could use an 8% actuarial assumption tate and credit the *
accounts with 6%. o S S SR
..For the Board to do this, Mr. Blum’ said it wbu'ld be a hajor.ﬁ'duciéry de'c"ision.that-'.. o

“would require in-depth evaluation. The consequences to the City, all its. members, the .
retirees and the funding status would have to be reviewed. After reviewing all of these - -~
issues, if the Board wished to do this, he would strongly recommend that the Board set a.

‘policy as such. Otherwise, the Board and this System would be extremely vilnerable, Ifthe . -

- Board sets along-term interest crediting policy, he believes the Municipal Code givesthem -

-the authority to do so. ' R - : TeT

Mr. Pierce said there was one provision of the Mﬁnicipal Code fhat'stip:i]latec.l ,f.dr.-': at |east one
account that the crediting must be on the earnings assumption-rate. ~~ ~°© ° -~ IR

Mr. Grissom said this is stipulated in 24.0103. Hé read that the undistributed eamings - .
_ reserve shall mean the balance remaining-in the account to which the eanings to the’
fund are credited after the annual distribution to the employee and employer reserve .. " ‘

accounts in accordance with.interest assurhption rates established by the Board.

With the Board's past practice and prudence, if the Board were to charige the crediting’ =
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',‘faie, it should also-change the assumption rate. If the Board changes ité assumption rate,.it

would impact a number of things.

“Inresponse to Ms. Webster’s question about crediting at different rates, Mr. Blum said in his
"~ review of 24.0103 and 24.0105, it appears that historically and through Board policy the '
. ‘Board has read these sections together. If this is a fair statement, then in fact, the interest
. assumption rate is the rate that should.be credited. However, if he reads these two sections
.- separately and-word for word, he believes it is appropriate for the Board to go through its
 “fiduciary investigation to determine whether they could credit these d@ccounts at different
‘rates.on a long-term'basis. ' ' ‘ -

72" M. Pierce said two things ‘Game up that surrounded this issue. One had to do with the .-

- . Board’s fiduciary duty. Trying to justify other than the long term-earnings assumption rate’
.than these accounts were éssentially set'up to pay the long-term liabilities of the fund and-

would require a very clear and sound approach.” On the employee contribution reserve

" account, if the Board were to credit less than the actuarial rate and a long term City
.employee left: City employment, they could be damaged. Secondly, to the extentthe ~ .

reserves are crédited at the actuarial assumiption rate, it keeps that money inside plan

" assets, which bolsters the funded ratio of the System. If these reserves are credited at any

lower interest rate, it allows -earnings to drip down the distribution to pay contingent benefits.

‘The Subcommittee did not believe it would be ﬁducja'rily.sourid to allow certain contingent
- ‘benefits to be paid when ’ghose, assets can be kept inside plan assets and bolster the funding. .

Mr Blum said these types of examples would have to be evaluated by the Board. If the

Board agrees to lower its interest rate to provide more money to pay contingent benefits, it

. would essentially be pulling money out of the Syster, which would weaken the financial
status of the fund. C T S

Ms. Wébsfé7r asked what the agtuarial impact would be.to lower the ihterest raté from 8%to .
6% and to credit the employer and employee reserves with 6%. .o '

' Independent of the valuation; Mr. Réeder said the biggest impact isn't the interest rate used .

to credit the reserves, but what bucj;keté. of money are being excludéd and included in ttie’

. plan assets. . a
‘Ms. Webster aisked whét would happen if the employer reserve were credited with 6%, which
is within plan assets. o - : . . ~ - - .

" Mr. Roeder said if the two reserves arein plan assets and the Board was to transfer money ‘
" from one reserve in plan assets to another reserve in plan assets, there'would bé no . ‘

actuarial impact.

Mr. Pierce asked if there would be a zero éct'uarial impéct if there are not enough earnings to
flow past that first crediting to pay for the budget. ' ‘

. Mr. Roeder said:he believes S0.
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Mr. Pierce stated that earnings are plan assets. If the reserves are credited at 8%, they stay
. in plan assets. - ' .

Whether there is $10 mllllon in surplus or $500 million in surplus Mr. Saathoff said these are
consrdered assets as long as everythlng stays within the plan assets. '

Ms. Webster said the Commlttee is recommendmg that the Board contlnue wrth the 8% lt is’

her goalas a fiduciary to the fund and to the plan sponsor not to impact the fundmg ratio-any
more than necessary. Therefore, she would recommend crediting less than 8% to the
employer, employee and DROP reserve accounts.

‘ Mr Pierce.said it is a Municipal Code requirement that DROP be credlted from plan assets
~and has nothing to do with earnings. - .

- Mr. Grissom said Mr. Plerce is correct, There is nothing in the Mummpal Code that would
allow the DROF’ account to be credited at a lower interest rate. _

‘Mr. Blum sald there are very specific reserves not in plan’ assets whete the mterest credmng :

regardless of the amount, will not affect plan assets either in‘or out for purposes of the ‘A :
valuation. : 2

Mr. Roeder agreed Currently the Board is holdmg $3. 7 million outS|de of plan assets

~Mr Saathoff said the 13h checkis a contlngent benefit. By not credltlng the reserve L
accounts, it would keep the money in the fund for purposes of the valuation. - By not making

that credit, that money would flow to an account and leaves plan assets, which clearly affects. '

the valuatlon of the System. The same is true with funding the health insurance trust The -
money is. transferred off book and lowers the assets and funding ratio of the System

Mr. Roeder agreed with regard to the 13th check
Mr. Blum recommended reviewing each of the reserves. With regard to DROP lt Wwas .

reported that these assets are held outside the pooled assets used for valunng the System
This affects the valuation of the system. : .

System. Interest must be credited to the DROP accounts. What has not been addressed (S

that both DROP assets.and DROP liabilities are taken out of the valuation. When the Board

 adds interest crediting to the DROP accounts and takes those assets out for purposes of the -

"+ valuation, it simultaneously takes the additional liabilities out fof purposes of the valuationi:

Therefore, this results in a non-event. The reserves listed on Page 24 of the Gabriel, Roeder

Smith report include one reserve that reflects $225 million. However, he understands that”
this-really-is a non—reserve The second, reserve is for supplemental payments, including: the
13" check. This reserve is now held outs;de of the assets for purposes of the valuation-and
no interest is to be credlted to that reserve. He also uniderstands that thls reserve could be
used- to pay the 13 .check if City Councrl S0 approves
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Mr. Pierce said if the City Council ditects the Board not to pay the 13" check, then based on
the Committee’s recommendation to move this reserve inside plan assets, it would increase

" the funded ratio. -

- Mr: Blum agreed. The next reserve has to do with health insurance and post retirement
' ‘health care and equals $20,000. These are held outside of assets for purposes of the’
 valuation and do not affect the funded status ratio and will not be credited with interest. 4
" “.“However, because the Municipal Code states specifically that retiree health.benefits shall be
- “paid from the 401(h) fund, they will be used to pay that benefit. The nextis the DROP
" ‘réserve, which as stated earlier, is an actuarial non-event. Next is the employee contribution -
‘rate increase reserve, which is $12 milion. Lastly is the Supplemental COLA reserve, which

- the Municipal Code requires be used for the Supplemental COLA and is taken off book. The

" ;" Board could legally credit the DROP accounts at a lower-interest rate, but he believes the-

i .- Board would:have a vested rights issue. in so doing and could set jtself up for a lawsuit.

R I’fth‘ere weére different interest crediting tates, Ms. Websté_r asked if differenf amounts of
" money would be moved-off book. - '

o Mr Bium said “No.”
' Ms Webster-séid_ she is talking about distributing it among different accounts.

.. Ms:. Wilkinson said the actuarial report lists seven different accounts to be used for various
‘purposes. Mr. Grissom listed four additional reserves. o

- Mr. Grissom said the ones he listed are held outside plan assets.
| Ms Wiikinsqn said she recalled one reserve being created to fuhd the 115 trust.
Y Pi‘e;cé said it was mentioned, bufvs}asn’t épeciﬁcally set up' for that purpose.

" 'Ms. Lexin said she understood that'the $100 million that was set aside was to be used to: -
“fund the 115 trust o S

" Mf. Pierce-said the Board didn’t make a.decision for.éctualvly allocating those funds.

_ If the accounts were consolidated as in Recommendation #8, Ms. Webster asked if this
would grohibit the City Council-from transferring money from the employer reserve to fund
‘the 13 ' ' -

check if they voted to do so.

-Asvth_e plan sp’ohépr,- Mr. Grissom said City C.o.u.ncil could do this.

Ms. Webster said there is no disadvaritage in respectto con.so‘lida‘t'ihg all of these small .
reserves into the employer reserve. This would allow the plan sponsor to use these reserves
to confer and pay for new benefits if they so choose. . ‘ B ’

Mr. Grissom said thAis. is corregft, with the exception of the health care réserve.
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- Ms. Webster sard Recommendatrons #3 and #5' could negatively impact the funded ratlo
Therefore, she wouldn't consider erther of them.

'Mr Pierce said if the Board chose to credit the DROP' account at zero, it would not leave plan

e ' assets if the Board chose to credlt lt at 8%, $5 million would leave the System

"Mr Blum said there is a-vested benef‘ ts |ssue wrth this.

“:;Mr Roeder said this is a legal versus actuanal question. If the DROP reserve were credited
.. " With zero and $5.2 million remained in‘plan assets, the. DROP reserve wotild be $5.2 million
- less then it would have been. This would result in $5 2 mllllon being excluded from plan

assets

. ‘Ms -Wilkinson sard if the Board decrded not to credrt the DROP account the Board wouldnt :
. "be creatrng that liability. . _

L Smce thrs account must be credited accordmg to the Mummpal Code Mr. Blum said it is not

. ,.,'an rssue and should be put to rest

} '_-Wrth respect to Recommendation #10, Ms. Webster_asked if the Board could umlateralty not
.roll -any new benefits into the Manager’s Proposal.

" Mr. Blum said the issue with this is that the Manager’s Proposal may have been interpret_ed
different than the intent. The Board might need to go.-back and review the Manager’s

~ - Proposal and inform the City that this was not the intent of the Proposal. The Board's role is
' '.to look at its liabilities and determme what the costs ‘are and set the contribution rates within

. the context of the Manager's Proposal. ltis within the Board’s purview to insure the City
- understands what the Board originally agreed to.

M. Vortmann asked. if the Board has a responsrbrlrty to tell the Crty what must be paid as -

.sound actuarial credmng

- Mr. Bium rephed “Yes." The Board needs to determine |f there isa WIdenrng gap and |f |t S

- ‘ can live with that gap.

M. Saathoff said under the Manager S Proposal the City’s rate increases were capped at
0. 5% per year o ,

- Ms. Webster said itis tough to explain earnlngs globally The whole concept of distributing
-earnings requwes the Board to determine what its earnings are. The recommendation the
Comimittee is proposing starts out with $43 million. She questioned how the. Board can

- dlstnbute earnings it doesn't have.

: Mr. F’lerce said the Board would only spend what.is available from earnlngs The rest would
come from p|an assets to fund the other thlngs required under the Municipal Code.
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Mr Vortmann said the employer reserve would be used as.a last account and would be
considered a balancmg account ‘ . .

Ms Wllklnson sald more money is pouring into the employer reserve than is needed'.,

The Board's obligation-under the Mumcrpal Code is to credit interest. Mr. Blum said there is-
o connection with the fi nancial reallty, but there is a connection between what this Board is
required to do. This has caused a significant amount of confusion. The bottom line response
is that the Mummpal Code was not wntten for this circumstance and needs to be changed. It
is for this reason that the’ Commlttee is recommending that the Board get nd of these
reserves.

Mr Grissom- sald he believes there has come a perceptron over the years that earnlngs are
cash in.pocket, which is not the case. The’ Board has overlaid-a cash basis of earnings ,
distribution on a total return basis of its investment program. - The Board needs to change this

o because it doesn’t work.

Ms. Webster said it seems that revénue comes from the |nvestment eammgs If not she
asked where the revenue comes from. :

Mr. Blum said in reality, revenue doesn't come from investment earnlngs Unfortunately, the

" Municipal Code wasn’t written to deal with this type of situation, which is why the Board is |n '
the position it is'in and supports why the Board should follow. the Commiittee’s -
recommendations. He reminded the Board that this is a defined benefits plan and the
.System needs to make sufficient earnlngs to pay the benefits.

Ms Webster said thls goes agarnst Sectlon 24. 1502

Mr. Roeder sald the code was drafted wheri ﬁxed income; assets and volatrlrty were very
.small and under very different times..

Ms ‘Shipione said the Board should look atits assets and the’ llabllltles that W|ll grow over
time. If the plan can grow at 8% and there is a deficit; the money neéds to-come from. :
somewhere. Shie said it is time to correct the situation and for.the Board to determlne
whether there is something more that can be done now. :

Mr Pierce stated that the Gommittee was establlshed first to deal wrth thls year However it
will also be lookxng ata long—term solution. .

As for the longer term Mr Roeder said the Board would be dorng an expenence ,
investigation thls year, which will include a look at the System s actuarial assumptlons

Mr. Grissom said Ms. Shlplone is correct that thrs is a step in the right direction. -
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If the System remains whole and pays its lrabllltles Ms: Shlprone asked how much would be
needed from the City.

er ‘Roeder said this is calculated each year
Mr Vortmann informed Ms Shlplone that the answer to her question is on Page 11 of the
-actuarial valuation. Additionally, City Council has mandated that the Board to try to explain

““fuch of what Ms..Shipione is-asking along with how to f iX the problem The Committee -
: ,_hopes to address this by June 2002 oo

n Mr Plerce sald lt might take a number of meetmgs to answer everyone s questions.

‘Mr Saathoff suggested holdlng a Board workshop to further address thls It would be
__extremely valuable if both Mr. Roeder and Mr. Blum could be present.’

Mr Vortmann clarified that the workshop would only address the |mmed|ate issues.

Mr Plerce agreed

, .‘For the record Ms. Lexin stated that there- are a number of perspectlves that have not been
: ~,d|scussed

: .Ms Shrprone suggested mvntrng the City to present thelr concerns and recommendatlons

'Ms Lexrn said she, Ms' Webster.and Ms. Vattlmo represent the City on this Board

Staff was- drrected to schedule a workshop

‘Please note: An email was recelved from the Board’s actuary, Rick -
Roeder after the meeting concluded asking that it be included as a part of
the minuites to clarify his comments (Attachment A), w1th Staff's '
presentatlon materlals to follow (Attachment B)

Lawrence B. Gnssom Retlrement Admmlstrator



FILE: WAEXEC\EDSEC\MINUTES\BD\BDM04-19-02




'EXHIBIT 13



CONSTANCE M. HIATT

PARTNER

DIRECT DIAL 415 995 5099

REPLY TO SAN FRANCISCO

E-MAIL chiatt@hansonbridgett.com

April 16,2002

Loraine E. Chapin, Esq.

General Counsel

The City of San Diego

City Employees' Retirement System
401 B Street, Suite 400, MS 840
San Diego, CA 92101-4298

Re: City of San Diego Employees® Retirement System — Surplus Undistributed Earnings.

Dear Lori: ' . i

Attached is a step-by-step analysis of the consumption of Surplus Undistributed Earnings under
the San Diego City Employees Retirement System (“SDCERS”). The Code doesn’t provide the
ideal authority and guidance for the current economic environment facing SDCERS and the City.
" This memorandum discusses the relevant San Diego Municipal Code (the “Code”) provisions
regarding Surplus Undistributed Earnings (“Surplus”) and how it may be used, whether
contingent benefits may be paid absent Surplus Undistributed Earnings and additional issues and

cOoncerns.

Analysis of Code

The Municipal Code defines Surplus Undistributed Earnings as cash earnings received from
investments during a year. Essentially, under Section 24.1502, these earnings can be used as

follows:

1. Credit interest to employef and employees accounts,

2. To pay the budget for the Retirement System, and

3. To set aside reserves as the Board of Trustees considers appropriate. ‘

If Surplus remains after subtracting the above items, additional benefits are provided in the Code,
such as the credit to the Port district, the supplemental 13th check, Corbett settlement payments,
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and interest to special reserves for supplemental COLAs and employee contribution
adjustments.l

The main issue presented by the Municipal Code is that the only authorized way many of these
contingent benefits can be paid is from Surplus. This presents a problem for the Board in the
current economic environment of low or negative earnings. Yet the only authority that the Board
has to pay benefits is as defined in the Municipal Code, as discussed below. Below we discuss

the application of Section 24.1502.

1) Crediting Interest To The Member And City Accounts

The specific order of benefits that reduce Surplus begins with interest credited to the member
and the City accounts.

Section 24.0905 of the Code specifically requires that interest be credited, whether or not
SDCERS generates Surplus for the year. The rate of interest is not specified in the Code and
Section 24.0905 of the Code clearly grants the Board discretion to set the rate. However, Section
24.0103, defines “Undistributed BEarnings Reserve™ as the amount remaining in the account to
which earnings are credited after the “annual distribution” to employer ard employee accounts
“in accordance with interest assumption rates established by the Board”. Furthermore, we
understand that SDCERS has always credited to these accounts the assumption rate that is used
in the actuarial valuation. This suggests that SDCERS previously has concluded that Sections
24.0905 and 24.0103 should be read together to determine the interest rate that is credited to the
member and City accounts. Therefore, while the Board Has the discretion under Section 24.0905
to use some other interest rate, this would be a significant change in its practice. Moreover, a
change in the rate of interest credited could have significant effects on Members, Retirees, the
City and the overall funding status of SDCERS. In these circumstances, the Board, as fiduciary,
would need to fully evaluate a change to the rate of interest as part of its decision in making any

_change to the interest crediting rate.

2) Costof Administration

There are two sections that provide funds for payment of the cost of administration. Section
24.1502(a)(2) provides funds from current earnings. However, Section 24.0906 provides for

payment from the Undistributed Earnings Reserve. .

! Special, one-time reserves are available for supplemental COLAs and adjustments to employee
contribution rates until such reserves are depleted. Retiree health benefits are due whether or not
SDCERS has Surplus and the Code establishes a special Fund for retiree health in section
24.1203. Surplus can pre-fund the next year's anticipated retiree health costs.
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The Undistributed Earnings Reserve is defined in section 24.0103 and is different from
“Investment Earnings Received” in section 24.1501. «“Undistributed Earnings Reserve” means -
the balance remaining in the account to which earnings are credited, after crediting interest to
employee and employer accounts in accordance with the interest assumptions rates established
by the Board, plus accumulated earnings which have not been so distributed. This language
indicates that prior reserves could be used to pay the SDCERS budget because such reserves are
accumulated earnings that have not been distributed. This is helpful in the event SDCERS has
insufficient current Investment Eamnings Received in any one year because the Code permits
payment of the budget. The problem is that Section 24.1502(a)(2) also requires that the
operating budget, personnel and services costs reduce Surplus Undistributed Earnings, thus
leaving less to pay contingent benefits. : :

3) Appropriate Reserves

Any Surplus remaining after crediting interest and paying the budget can be used to create the
appropriate reserves. However, the creation of reserves does not also create the authority to pay

benefits. This is a very important aspect of the Code.

" The Code clearly specifies the situations where reserves can be used to pay for benefits. This
includes the following: the supplemental COLAs provided in Section 24.1504(c) and the
employee rate adjustment amounts provided in section 24.1507(a), both of which have dedicated,
one-time reserves established under the Code. The Code also specifies that retiree health
benefits are paid from the 401(h) Fund, which is a fund dedicated for this purpose under the
federal tax laws. Section 24.1203(b)(1) and 24.1204(a).

The Code requires that there must be sufficient remaining Investment Earnings Received before
any of the other benefits can be paid®. In other words, basic retirement benefits provided under
the Codé may be paid from reserves but the Code does not authorize payment of the benefits
listed in section 1502 except from Investment Earnings Received, with the exceptions of
supplemental COLAs, employee contribution adjustments and retiree health.

4) Thirteenth Check

With respect to the supplemental annual benefit of the 13th check, the Code provides that this
benefit is available only if there is sufficient Surplus exceeding $100,000. Section
24.1502(a)(7). In the event available Surplus is less than $100,000, no supplemental benefit is
payable. The Surplus of less than $100,000 is to be placed in a special reserve until a later year

22 The Code does not authorize the payment of such benefits out of prior years’ earnings or
reserves except for a reserve of less than $100,000 discussed below.
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when Surplus brings such reserve to more than $100,000, at which time a supplemental benefit is
payable. The Code does not authorize any payment of the supplemental benefit except as
provided out of annual Surplus (and special reserve for years of Surplus less than $100,000).

5) Corbett Settlement

The payment of the Corbett Settlement benefit is also conditioned on the availability of sufficient
Investment Earnings Received. If these are insufficient, then the liability for these benefits is
carried forward as a contingent liability that is to be paid when there are sufficient surplus

Undistributed Earnings.

6) DROP Interest Credit

Each DROP account must be credited with interest at a rate and manner “determined by the
Board”. Section 24.1404(c)(5). However, SDCERS has told DROP participants that the interest
rate that is credited to their accounts will be the actuarial assumption rate until the Board decides
to use a different rate. While the Board clearly can change the rate that is credited, it is unlikely
that it can change that rate until it takes clear action to do so, and then most likely only with
respect to future periods because of the California “vested rights” rules.

Risks of Litigation

One issue is whether prior practice of paying the contingent benefits creates a litigation risk if
certain benefits aren’t paid. For example, members may argue that they rely on the 13% check
and that the consistent practice of paying the benefit negated any conditions the Code attached to
such payments. Clearly such a risk exists and is heightened if the communications to employees
regarding these benefits did not consistently establish the contingent nature of the benefit.?
While this risk may be important in an evaluation by the City of whether the contingency
attached to these benefits should be removed, the arguments do not necessarily provide the
Board solid ground for making payments absent a sufficient amount of Investment Earnings

Received.

The Board may also have questions about what risks are associated with paying benefits not
authorized by the Code. Various parties may be interested in challenging such actions. The City
has an interest in the finding soundness of SDCERS and could challenge such actions and bring
legal action to stop any such payments. Any members who don’t receive any unauthorized
payments made to others may also be motivated to challenge the payment as a breach of
fiduciary duty. Its unclear what remedy would apply if such a challenge were successful,
although personal liability of the Board members could be asserted. The remedy could be that

3 We understand that this benefit previously has been paid only in years of Surplus.
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the City has ultimately pay for such benefits through its funding commitment to SDCERS. A
less likely challenge is that of the Internal Revenue Service asserting that payments not
authorized by the Code were contrary to the plan terms and disqualify the plan.

Issues Presented by the Code

1) Use of Cash Basis to Define Investment Earninés Received

The structure of the Code creates problems for the Board in several areas. The firstis the use of
a cash basis definition of earnings to define Investment Earnings Received. Cash basis generally
is not the method used by SDCERS for recognizing losses, calculating funding needs or
evaluating investment returns. Defining Surplus on a cash basis leads to draining off liquid
assets and reducing future eaming power. It also undercuts actuarial assumptions about
earnings. An assumption of earnings is based on expected averages over a long period of time.
By draining off cash in good years, the structure makes it harder to meet the long-term earnings
assumption, which assumes the earnings in good years will be available to offset losses in

negative years. This dampening effect should be taken into account when establishing the
assumed rates of return.

2) Funding Determination

Another fiduciary concern is that of the fonding determination. The funding determination is
used to assess contributions due from the City, if any, under the Manager's Proposal. The
actuarial report excludes certain assets form determining the funding level.* It also excludes
certain benefits from liabilities as “contingent” benefits. Both of these raise issue of fiduciary
duties because of the impact on funding of the plan, i.e. its actuarial soundness. The Corbett
settlement liability, for example, is excluded from the plan’s liabilities because payments are
contingent on the existence of Surplus. The benefits, however, carry over from any year without
Surplus to the years with Surplus. If one believes SDCERS will earn its assumed actuarial
assumption of 8% earnings at any point, one must conclude that while the Corbett liability is
deferred, but really isn’t contingent except as to time of payment. From an actuarial standpoint,
the benefit may be contingent but the Board should be aware and deliberate about considering -

the impact on funding.

3) Overall Issues for the Board — Evaluating the Reserve Structure

The fundamental issues for the Board include (1) how to remove the fiduciary quandary as a
Jong-term objective and (2) how to protect members’ benefits and to improve the Code without
undue harm to the City’s financial health. Long-term, the Board may want to consider

# Page 24 of the recent actuarial report outlines the amounts excluded from assets.
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eliminating the reserve concept and including all promised benefits in liabilities and including all
assets in the total assets for funding determinations. This would require requesting that the City
include all benefits in Code without the contingency of Surplus. To counter any negative effect
on funding, the Board may also want to consider evaluating the application of the Manager’s
Proposal to benefits enacted after the inception of the Manager’s Proposal. The Manager's
Proposal froze the City's contribution rate for existing benefits for as long as the funding level of
SDCERS remained at a certain level (or for a certain number of years). The Board has not
requested any increase in the contribution rate even for benefit improvements enacted after the
inception of the Manager's Proposal and therefore not covered by the Manager's Proposal.

Please let me know if you have any questions. -

Very truly yours,

Constance M. Hiatt

CMH:ajf
cc:  Mr. Lawrence B. Grissom
Robert A. Blum
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(0-82-228)
ORDINANCE NUMBER O- 4575 (New Series)
Aéopted on JUN 11982

AN ORDINANCE AMENDING CHAPTER II, ARTICLE 4 OF
THE SAN DIEGO MUNICIPAL CODE BY AMENDING SECTION
24.0907.1 AND ADDING SECTION 24.0907.2 RELATING
TO CITY SPONSORED GROUP HEALTH INSURANCE FOR
ELIGIBLE RETIREES.

WHEREAS, The City of San Diego has withdrawn from
participation in the Social Security System effective Janﬁary 1,
1982; and |

WHEREAS, the City has declared that certain Benefits shall
be provided to.employees in lieu of Social Security participa-
tion; and
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for City-sponsored group health insurance for eligible reﬁirees
of the City as set forth in Resolution No. R-255610, dated
January 4, 1982 and Attachment A thereto; and

WHEREAS, it was the intent of the Council to provide such
coverage as a permanent benefit for eligible retirees;.and

WHEREAS, it was also directed by the City Céuncil that
premiums for said City-sponsored group health insurance be paid
from and subsequent to July 1, 1932 by the Ciﬁy from £he City's
share of Surplus Undistributed Earnings; and .

WHEREAS, concurrent with such Council direction, the City
Attérney wag directed to amend the retirement ordinances as

nécessary to accomplish said objective; NOW, THEREFORE,

BE IT ORDAINED, by the Council of The City of San Diego, as

PAGE 1 OF 6



follows:
Section 1. That Chapter II, Article 4, of the San Diego
Municipal Code be and the same is hereby amended by amending

Section 24.0907.1 to read as follows:
Section 24.0907.1 SURPLUS UNDISTRIBUTED EARNINGS

At the beginning of each fiscal year'the
Board shall determine the Surplus Undistributed '
Earnings of the System and shall provide for the
‘distribution of same as follows:
Fifty percent (50%) of such amount shall be’
credited to the Reserve for Employer Contribu-
tions for the sole and exclusive purpose of
reducing the System's liabilities except as
otherwise provided in Section 24.0907.2 relating
to City-sponsored Retiree Group Health Plan ’
payments; fifty percént (50%) shall be credited
to an account to provide monies‘to pay annual |
supplemental benefits to Qualified Retirees.
Sums transferred to the Reserve for Employer
Contributions shall be credited to the accounts
of the City and its contracting agéncies in the
same proportion as the employer reserves for
their active and retired members bears to the
‘; ' total of all employer reserves for all active and

retired members on the preceding June 30. If, at

the time of the annual determination, the amount
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provided for the supplemental benefits is less
than $100,000, no supplemental benefité will De
paid in that fiscal year and the monies will be
placed in a special reserve and be carried
forward to ensuing years until such time as the
amount to be provided for this benefit from
ensuing Surplus Undistributed ﬁarnings and the
special reserve is $100,000 or more.

Surplus Undistributed Earnings shall be
comprised of investment earniﬁgs received for the
previous fiscal year, as defined below, less:

(1) én amount sufficient'to credit
interest to the contribution accounts of the
members, City, and the Unified Port District at
an interest rate determined by the Board and
distributed in accordance with Section 24.0905
and related Board rules;

(2) an amount‘sufficient to meet the
budgeted expenses and costs of operating the
System, including all personnel and services for
the fiscal year; and |

(3) an amount necessary to maintain
such reserves for con£ingencies as ﬁhe Board
deems appropriate on advice of its investment
counselor.

Investment earnings received shall include,

by way of example but not limited to, all

PAGE 3 OF @ O~ 15758



intefest received (net of interest purchased) on
notes, bonds, mortgages, short—term money market
instruments, and savings accounts; cash dividends
received on stock investments; and all realized
gains and losses from the sale, trade or con-
version of any investments. It is the intent of
this section that investment earnings for the
purpoée of distributing annual supplemental
benefits to Qualified Retirees shall be
determined on a cash basis, except that
investment earnings shall be increased or
decreased by the amount of the annual amortiza;
tion of purchase discounts or premiums on
interest-bearing investments earned in accordance
with generally accepted accounting principles for
financial reporting purposes. No subsequent
changes in the method of accounting for £he
System shall affect the determination of
investment earnings received. Surplus Undis-
tributed Earnings shall be determined by the City
Auditor and Comptroller in accordance with'the
definitions of this section and shéll‘be
certified by the City's independent public

accountant.

Section 2. That Chapter II, Article 4, of the San Diego

Municipal Code be and the same is hereby amended by adding Section
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24.0907.2, entitled "City-Sponsored Group Health Insurance for

Eligible Retirees," to read as follows:

Section 24.0907.2 CITY SPONSORED GROUP HEALTH
INSURANCE FOR ELIGIBLE
RETIREES.
From and after January 8, 1982, The City of
San Diego shall provide a City-sponsored Group
Health Insurance Program for all eligible
retirees; Eligibility for retiree participation
in the Program shall be as follows:
(a) The plan shall be limited to:

1. All employees eligible for general

membership in the City's Retirement System, or

2. Legislative officers, or
3. Safety members covered by Social
.Security coveragé as of December 31, 1981.
(p) Employee must be on the active payroll
of The City of San Diego on or after January 1,
1982, and
(c¢) Employee must be eligible for and
receive a retirement allowance from The City of
San Diego, and
(d) Employee must reti;e on or after
January 8, 1982,
{ '; Retiree premiums shall be paid'by the City
from those funds to be credited to the Reserve
for Employer Contributions from Surplus

Undistributed Earnings as provided in Section

PAGE 5 OF 6



Section 3.

24.0907.1 above. The Auditor

and Comptroller

shall set aside from such account an amount

sufficient to pay premiums as

required. Premium

rates for eligible retirees 'shall be determined

and established by the City.

Health plan

coverage for retirees and eligible dependents is

subject to modification by the City and the

provider of health care services, and may be

’

modified periodically as deemed necessary and

appropriate.

Eligible retirees may elect to continue

group health insurance coverage for eligible

dependents at their own expense.

Premium rates

for such dependent coverage shall be determined

and established by the City.

~

This ordinance shall take effect and be in force on

the thirtieth day from and after its passage.

APPROVED:

By

John W. Witt, City Attorney

% ey c1er @
Crriéf Deputy City Attorney

JK:smm
:351
5/6/82
0-82-228

Ofr.Dept:Clerk
Form=r.none

'
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Passed and adopted by the Council of The City of San Diego on JUN 11982 )
by the following vote: .

Councilmen Yeas Nays Not Present  Ineligible
Bill Mitchell

Bill Cleator
Susan Golding

Leon L. Williams

IRRRRORRS
ogtbooooodo
E{-DDDDQDDD
ooooboood

Ed Struiksma

Mike Gotch

Dick Murphy

Lucy Killea

Mayor Pete Wilson

PETE WILSON
AUTHENTICATED BY: Mayor of The City of San Diego, California. ’
CHARLES G. ABDELNOUR
City Clerk of The City of San Diego, California, ’
(Seal) “ .

M 7., Deputy.

1 HEREBY CERTIFY that the foregoing ordinance was nor. finally passed untiltwelve calendar days had

elapsed between the day of its introduction and the day of its final passage, to wit, on

MAY 17 1262 | JUN 11982 °

, and on

y
AUais A

I FURTHER CERTIFY that the reading of said ordinance in full was dispensed with by a vote of not
less than a majority of the members elected to the Council, and that there was available for the consideration
of each member of the Council and the public prior to the day of its passage a written or printed copy of

said ordinance.

CHARLES G. ABDELNOUR ,

City Clerk of The City of SanDiego, California,

(Seal)

Office of the City Clerk, San Diego, California

JUN 11982

Ordinance O ~j5758

Numher N T Adopted
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City of San Diego Municipal Code

CITY OF SAN DIEGO MUNICIPAL CODE / Chapter 2 Government / Article 4: City
Employees’ Retirement System. / Division 15: Investment Earnings, Supplemental Benefits
and Adjustments / §24.1502 Surplus Undistributed Earnings :

§24.1502 Surplus Undistributed Earnings

() Surplus Undistributed Earnings are comprised of Investment Earnings
Received for the previous fiscal year, less:

(M

@

€)

4

®)

An amount sufficient to credit interest to the contribution accounts

of the Members, City and the Unified Port District at an interest

* . rate determined by the Board and distributed in accordance with

Section 24.0904 and related Board rules; and

An amount sufficient to meet the budgeted expenses and costs of
operating the System including all personnel and services for the
fiscal year; and

An amount necessary to maintain such reserves as the Board deems
appropriate on advice of 1ts investment counselor and/or Actuary;
and

An amount sufficient to credit Unified Port District ("UPD") with a

- proportional share of Surplus Undlstrlbuted Earnings as defined in

this Section; and

An amount, (the Division 12 amount), appropriate to provide
health benefits to Health Eligible and Non Health Eligible Retirees
as provided in Division 12 for the next fiscal year provided:

(A)  in the next fiscal year, the City contributes to the 401(h)
Fund no less than an equal amount which is designated to
be used for retiree health benefits to be paid or reimbursed
in the next fiscal year; and,

(B)  to the extent the City makes a contribution to the 401(h)
Fund for the next fiscal year, the Division 12 amount shall
be treated as a portion of normal employer contributions
paid to the Retirement System when the City so designates
in accordance with Section 24.1203(b)(5); and

American Legal Publishing Corp.
1



City of San Diego Municipal Code

(6). An amount sufficient to provide necessary funds to pay an annual

.supplemental benefit to Qualified Retirees, pursuant to the

" provisions and conditions set forth in Section 24.1503. If, at the

time of the annual determination, the amount provided for the

supplemental benefits is less than $100,000, no supplemental

benefits will be paid in that fiscal year and the monies will be

placed in a special reserve and be carried forward to ensuing years

until such time as the amount to be provided for this benefit from

ensuing Surplus Undistributed Earnings and the special reserve
is$100,000 or more; and '

(7)  An amount sufficient to increase the Base Retirement Benefit by
7% for all retired City employees and Beneficiaries who are
covered by the Corbett Settlement.

(A) The right to receive this increase each year will accrue
monthly. But, the increase will be paid annually when the .
Annual Supplemental Benefit (13th check) is normally
distributed. The increase will be paid, on a prorated basis,
to the Beneficiary or estate of any retiree who dies during .
the fiscal year but before the annual payment is made.

(B)  To the extent this increase is not paid in any year because
there are insufficient Surplus Undistributed Earnings, the
liability for this increase will be carried forward as a
contingent liability which will be paid in future years in
which there are sufficient surplus Undistributed Earnings to
pay for the increase. '

(C)  Liabilities carried forward will be paid in the order in which
they accrued. ‘ :

(8)  An amount sufficient to credit interest to the reserves created for
Supplemental COLA and Employee Contributions as set forth in

‘ ~ this Division.
(b) At the beginning of each fiscal year, the Board will credit all ‘Surplus

Undistributed Earnings to the Reserve for Employer Contributions, for the
sole and exclusive purpose of reducing Retirement System liability.

(Amended 4-2-2002 by O-19043 N.S.)

American Legal Publishing Corp.
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. a . .

© SANDIEGO CITY
EMPLOYEES' RETIREMENT SYSTEM -
ANNUAL ACTUARIAL VALUATION
June 30,2004 . .

R RN . .

L Submiﬁéd to o

- THE RETIREMENT BOARD -

- San Diego, California

" san Diego City Employees' Retiremenf'SYStenﬁ: o




-Valuatio'n
.~ Date

" 6/30/93"

6/30/94"

6/30/95

. 6/30/96%

6/30/97 -

San Dlego City Employees Retlrement System o
Funding Process Indicators - Hlstorlc Companson

Valuation -

' Ass’ets

$1,137,019
$1,216,063

$1,316,903 -
$1,480,772

%1 ,632,35'1

6/30/98"

6/30/99

6/30/00 .

- 6/30/00°
6/30/01

6/30/02
6/30/03

'6/30/03*

6/30/04
6/30/045

$1,852,151
$2,033,153

' $2,459,815
. $2,459,815

$2 525,645

| $2,448,208

$2,375,431

1§2,375,431 .
1$2,628,680, .
$2,628,680

AAL - Actuanal Accrued Liablhty

($ in Thousands)

Contmuatlon lndlcators

- AAL

$1,178,311

$1,290,927
$1,421,150

$1,620,373

$1,748,868

$1,079,668
$2,181,547.
. $2,343,400
'$2,528,774
$2,809,538

$3,168,921-

$3,484,832
$3,532,626

$3,962,237 .

$3,997,328

UAAL Unfunded Actuarial Accrued Llablllty

Ratio of: "I‘alualion ﬂssets.to AAL

Funded -

Ratio : UAAL
96.5% $41 292.
94.2%  $74,864 -
92.7% $104,247.
91.4% . $139,602
93.3%  $116,507
.93.6%  $127,517
1 93.2% $148,394
105.0%  ($116,414)

. 97.3% . $68,959
89.9% = $283,893
77.3% - . $720,713
68.2%  $1,109,401:
672%  $1,157,194
66.3%  $1,333,557
65.8% ~ $1,368,648

' Historic Comparison of Funded Ratio -

- Member

‘Payroll

Ratio to:
Payroll

$320,624
$338,440

©.$350,584
$365,089
$382,715,

$399.035

$424.,516

$448,502

$448,502-
$481,864

"$535,157

$533,595
$533,595

' $540,181
- $540,181

100.0% -

93 g4 95 96 97 . 98 e 00 01 02 03
" Year EndedJune 30 .

s Reflects revised actuarial and ecbnomic assurnptions‘ '
2 Reflects Manager's Proposal : '

3 Reflects Corbett non-contingent benefit increases

"4 |ncludes change in benefits for General Members -~

5 Reflects revised actuarial assumptions .

12.9%

22.1% .-

20.7%
38.2%
30.4%

32.0%
35.0% .

(26.0)%
15.4%
58.9%

134.7%

207.9% -
216.9% .
246.9%
2534%
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Terri |

One month later, on 12 February 2002, Terri Webster Wrote Auditor Ed -
Ryaﬁ about the full gravity of the financial disaster enveloping the pension .p'lan.
As documented in the most recent actuarial report, there was a swing of $486 |
million against the City:

Per Larry the actﬁary report shows a $200M loss....that’s a $486m

swing from the last report. Funding ratio drops to 90% from

97%...this assumes the $100m set aside for meet and confer is in

assets. The tngger pomt is 82%. ..

Ugly Ugly [emphas1s added]
~ They project a $60m shortfall for FY 02 earmngs

On 12 February 2002, the actuarial report that Ms. Webster referred to in

" her email to Mr. Ed Ryan was released to pension board members. It showed that '

the funded ratio of assets to liabilities had dropped to 89.9% and that the unfunded
" actiarial accrued liability had grown from $68,959,000 to $283,893,000, a 290%

increase.’s On 28 February 2002, in light of the further slide of the funding ratio,

13

: 3 January 2002 emails between Cathy Lexin and Terri Webster.
(Bxbibit 10 ' | ' -

‘ “12 February 2002 Email from Terri Webster to Ed Ryan on the
subjeot of EGF and CERS. (Exhibit 11) | B

' San Diego City Employees’ Retirement System Annual Actuarlal

Valuatlon 30 June 2001 p. 13. (Exhibit 12)
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"auditor_s Ed Ryan and Tem Webstef had a dtscuésian with Clty ofﬁcials. invhlved a
in the employment negdtiati'ans. with the unions réprésentiné City nyorkers . Thex‘ :
' t‘dpic of this discuséion was the need to include the effect'of the trigger on the.
‘meet and confer labor nagotiations.' ' |

2/289/2002 8 10 AM
Email from Mary Vattimo to Ed Ryan Tem Webster and Cathy
. Lexin

(cc to Bruce Hemng)
Re: CERS earnings

I think that discussing with Ron is good adv1ce he has indicated he
- doésn’t understand what the big deal is, :

Mary

. >>>Ed Ryan 02/28/2002 7:54:16 am>>>
Cathy, Bruce You might want to use Ron Saathoff to get their
“attention. I don’t believe you can conclude meetand confer without
knowing what retirement is going to do. That means they have to tell
the City likely by the March meeting. [emphasis added] I believe the
Manager has to tell Council the budget status before meet and confer
concludes and he’d have to know the retirement solut1on to do that

. >>>Terri Webster 02/27/02 04: 40 PM>>>
OH BOY....the CERS earnings for Jan is negative ($1 7) we're
moving in the wrong direction! So thru Jan 02 we’re at $25 mﬂhon
compared to $146m last year almost 6 times worse than last year...

I spoke to Fred and still dhn’t think he gets the point that we need
answers now...and not just for a $60m shortfall but scenarios to cover
a $70m and $80m shortfall. '

~ Remember the FY 01 funding ratio dropped significantly when
earnings were $165M. So at $40-60m it will be ugly. :

10



N ' Temis

During this pericdhudiitdriwehster explaihed.in detail to a member of the - :
pension. board why the eaming losées created a “fiscal time bomb™ for the City: .~ -

I think your questions centered around Why does the City care about
the solution to the FY 02 earmngs problem? :

-1 Funding Ratio: Flscal time bomb is attached to thls [emphas1s
added] If it drops below 82.3% the City has to pay an
add1t1ona1/approx $26m a year

Solutlons that do not mlpact the fundmg rat1o are the best. We need
o know what the impact to the ratio is for the earnings solution...as
well as I asked for the projected ratio based on FY 02 earnings.

The funding ratio is dropping rapidly in the present and last 2 year’s
~ investment market. Ifit dropped from 97.3% to 89.9% in one year
)  and FY 02 are 1/5 of the FY 01 earnings....then it is likely to drop real
. closeto the 82.3% trigger. Therefore anythmg that negatively :
, impacts the ratio needs to be known ASAP

2. Ratmg Agency 1mpacts

The Funding Ratio is a ﬁscal indicator of the health of the CERS fund
which is a major fund of the City. A large drop in funding ratio or
‘dropping below certain benchmarks could result in'a negative 1mpact
-to the City’s credit rating. The City has a high credit rating which is
vital to keep borrowing costs down for future issuances on the
horizon such as for fire stations, main library, and branch libraries,
etc. . ‘ : o

6 g Februaty 2002 (8:10 AM) Email from Mary Vattlmo to Ed Ryan, )
Terri Webster, Cathy Lexin, copled to Bruce Herring on the subject of CERS
) : earmngs

11
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3. Plan for more declmes and Preserve every basis pomt of the .
ratio: this is essential now since the impact of the bad market is far
from over....the actuary lags a year...so we probably have at least 2
very more lean years ahead.

J Don’t use assets unless absolutel_y have to.

' 4. Meet and Confer; is going on now...answers are needed from

retirement now as compensation offers are being exchanged and:'the
Mayor, Council and Clty Manager need to-know what the current and
projected CERS status is as they cons1der poss1ble retirement

- enhancements.

Terri!’

"On 6 March 2002 and 7 March 2002, Ms Webster and plan admlmstrator
Larry Grissom were exchangmg the latest information on the erosion of the

pension plan earnings and discussing whether the plan would reach the' balloon

payment _tﬁgge"r:

Lawrence Grissom (53/06/0_2 5:32PM

- Hi Terri

. Prelmnnary recommendatlon from staff (lucky me) is that ----

earnings still look to be in the $50 to $60 m1111on range. ik -

. wEE

NeW benefits are a questlon mark We are so close to the line on

. funding ratio, that Rick [Roeder] or I cannot predict until labor
- relations gives us something specific. If they go the general member

increase and increase the offset, y best guess is that with a flat

© investment env1ronment ie no gains, no losses, we W111 be around

83%.

17 18 March 2002 Emaﬂ from Terri Webster to-

Rgarmca@umtedcalbank com on the subject of CERS (Exhibit 13)

12



,,,,, ) - Gomaf get ugly [emphasis added]

Larry SR
' CC Cathy Lexin; Ed Ryan

On 15 April 2002 the magm’cude of the pensmn plan’s staggerlng losses
became. clear to Ass1stant Audrtor Webster and pension’ administrator Grlssom

Lawrence Grissom 04/ 15/02 3: 24PM
Terri . .
Please treat this as conﬁden’aal for the moment:....haven’t shared with any

of the other Board members—yet
sk : .

* ] hope I'm wrong, but projections of the value of assets lead me to

believe that actuarial losses on investments could be nearly twice as
‘much this year over last year, That could be a reduction in the =

funding ratio of 7%, if all else is equal. Those two things, without
‘ . any other actuarial losses or additions to liabilities for new benefits,
) - efc. putus at about 80%. Nota happy situation [empha51s added]

- Like I said, don’t shoct the messenéer.19

Ms.'Webster'responded £‘<> Grrssoni, reminciling h1m that the fnnding ratio -

was reany 89% not 89.9%: " .
o From: Terri Webeter'

“ To: Lawrence Grissom
Date:'4/15/02 5:58 PM

8§ March 2002 (5:32PM) Email from Lawrence Gnssom to Term
Webster (Exhibit 14)

| B g5 April 2002 (3 24 PM) Ema1l from Lawrence Gnssom to Terri
_ Webster (Exh1b1t 15) ' .

13.
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: Su‘bj ect: Re: Doh’t shoot the messenger — !!

#i3]50 awaiting actuary answers tike how exactly calculate the $95.6

loss...also I think the 89.9% in. [sic] around 89% since it appears the -

actuary counted all of the 105M reserve as-since versus just the .

100M...
The avalanche of negatwe ﬁnanc1a1 reports overwhelmed pension board and

Clty ofﬁc1als On 26 Aprll 2002, “auditor Webster admomshed Human Resources
Coordmator Cathy Lexin not to discuss the funded ratio untll they both could get -

the1r stories stra1ght

From: Terri Webster
To: Cathy Lexin ..
Subject: funding ratio
Cathy - . :

I recall you mentidn.ing' that Larry said we’ll be at a 84-86% funding -
ratio at 6-30-02. That makes no sense! Irecommend not mentioning

. ‘that especially on Monday since we’re getting different stories. I

have an email from Larry, less than two weeks ago which projected it

. to be at 85% on 6-30-02...the big drop (7%?) Will be due to FY 02,

poor investment growth as well as a 1-2% loss due to the FY02
earnings solution.....so it makes no sense to me to now hear 84%.
(Also we're at 89% no 89.9% since the actuary mistakenly gave us

~ credit for $5.8 million of port money.) [emphasis added] *

0 5 April 2002 (5:58 PM) Emaﬂ from Terri Webster to Lawrence
Gnssom (Exh1b1t 15) .

21 26 April 2002 Email from Terri Webster to Cathy Lexin about the

subject of “fundmg ratio,” (EXhlblt 16)
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B. CITY STAFF FIGHTS OVER THEIR OWN BENEFITS
. By17 May 2002 pens1on and City ofﬁc1als were fighting among

themselves over the1r own beneﬁts The issue that sparked the'mternal bickering

- revolved around the lifting of the 90% cap for certain employees mcludmg

Assmtant Audltor Webster

Terri Webster 5/17 5 25 PM
Why is this still out there? The maker of the “deal” Cathy/Dan, ,
clearly clarified that DRAFT language is not binding and if thereis a
better way to do implement a 90% cap and the 2.5 at 55 that meets the -
City, union, members, and CERS needs then Fine, we're not stuck

. with the old language. -,
I thought we were now all working on the same project of fine tuning

* that solution...hence “Paul and Holly’s” versions that just need some

- tweaking on Monday...we’re almiost there...

. Again...why is Cathy’s intent still being gues’none and desires to
move backwards are expressed‘7 [emphasis added] ,
Terri* :

Three days later, on 20 May 2002, M. Grissom lashed out at Ms. Webster

and other City officials for “further attenipting to ‘pad’” their own benefits:
Terri ’
***
If after being accused of v1olat1ng everythlng and further attempting .
. to ‘pad” your own benefits, you guys feel you get another bite at the
apple, go for it. Idid not read Cathy as being at all amenable to
changing the basic concept. If she did, then great! I honestly don’t
care how we do it, so long as everyone is on the same page. No

-2 17 May 2002 (5:25 PM) from Terri Webster to Lawrence Webster on
the subject of the “deal.” (Exhibit 17) -

15



R y )

i) desire to mov'e'bacszard on my part. You can’t move backward unti] -
you’ve gotten somewhere in the first place [emphas1s added]

Tamy®

| Audltor Webster shot back at Gnssom defendlng herself and argumg that
she did not get any “better. beneﬁt” and that the “statement ‘pad your own beneﬁts’
is wrong.” | |

5/20/2002 (10:26' AM) .

From: Terri Webster

To: Lawrence Grissom
Subject: Re Curmudgeon speaks

For the record, to my knowledge, the people workmg on this like

myself, Holly, Bob, Dan, Paul .... get no better benefit under "Paul’s

or Holly’s" version that [sic] the original draft/your Wl‘lte up ..... SO
. the statement "pad your own benefits" i is wrong. :

We re looklng at what is fair and reasonable and thinking of the
General Members as a whole versus individually. If their [sic]is a
specific “hole” or “risk” in the theory that you see as the Retirement
Administrator, please let Cathy/Dan/all know immediately because at
. this point no one has stated any problems with “Paul’s/Holly’s’
proposed solution in terms of “detnment/harm/nsk” to the system the-
City, or the members..
Terrr ,

B 9 May 2002 (10: 03 AM) Emaﬂ from Lawrence Gnssom to Terri
' Webster (Exhibit 17 ) '

H20 May 2002 (10: 26 AM) Emaﬂ from Terri Webster to Lawrence
) Grissom regardmg “Curmudgeon speaks ? (Exh1b1t 17)
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C DISCUSSION SHIFTS TO GRANTING BENEFITS IN EXCHAN GE

FOR WAIV]NG THE TRIGGER

~ When Clty officials learned of the impending trigger and multi-million

dollar ba.lloon payments they developed a plan to negate the tngger and avoid the

payments To 1nduce thé pension board to take these act1ons the City extended
new benefits to both C1ty Workers and to three union presidents. Thus Clty
ofﬁc1a1s intended to increase benefits even though the peneion plan was unable to
pay for hundre‘d:s of mitlions ‘of dotlars" in benefits already granted.

Emaﬂs confirm that pension board members violated their ﬁdumary duties
to protect fund assets’ in exchange for new beneﬁts that they received.”> On 21
May 2002 C1ty Audttor Webster sent an ema11 to labor negot1ator Dan Kelly,

Auditor Ed Ryan, and other City ofﬁmals seekmg reassurance that Fire Flghter

'Umon Pres1dent Ron Saathoff would prevail on the pension board to Walve the
-trigger and forgwe the balloon payment Mr. Saathoff was to receive a substant1al

- pres1dent1a1 beneﬁt in exchange for his help

Dan . , . : A
The local 145 write up you sent out did not state that their increased
offset was contingent on the Board laxing the trigger.....I thought

.ALL retirement improvements (i ncludmg the pre51det1a1 [sic]

Lo 3
N

» See San D1ego C1ty Charter Article IX § 143; Cal State Const1tut10n
Art1c1e 16 § 17 (retirement board of public pension plan has “fiduciary
respons1b111ty for-.. adm1mstrat1on of the system.”) (Exhibit 18)
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Valuation

. Date

6/30/93
6/30/94*

6/30/95 .

6/30/967

6/30/97
6/30/98"

6/30/99
6/30/00
6/30/00°
6/30/01

6/30/02
6/30/03
6/30/03
6/30/04

6/30/045 ‘

‘ i

'San Diego City Employees' Re’urement System
Funding Process Indicators - Hlstorlc Comparlson

Valuation -

~ Assets

$1,137,019

$1,216,063

$1,316,903 -
$1,480,772

$1 ,632,3_6'1

$1,852,151
$2,033,153
$2,459,815
$2,459,815
$2,525,645

$2,448,208
$2.375,431

1$2,375,431
$2,628,680,
$2,628,680

AAL - Actuanal Accrued Llabllxty

($ in Thousands)

Contmuatlon Indicators

AL
$1,178,311

$1,290,927

$1,421,150
$1,620,373

$1,748,868

$1,979,668
$2,181,547

- $2,343,400
$2,528,774

$2,809,538

$3,168,921-

$3,484,832
$3,532,626
$3,062,237
$3,097,328

UAAL Unfunded Actuarial Accrued Llabl|lty

Ratio of‘ 'fal\_lalion Assets to AAL

Funded -

Ratio . UAAL
96.5% $41,292.
042%  $74,864 -
92.7% $104,247.
91.4% . $139,602
93.3%  $116,507
.93.6% $127,517
93.2% $148,394
105.0%  ($116,414)
. 97.3% . $68,959
89.9% $283,893
77.3% . $720,713
68.2%  $1,109,401
67.2%  $1,157,194
66.3%  $1,333,557
65.8%  $1,368,648

Historic Comparison of Funded Ratio -

~ Member

Ratio to:
Payroll

Payroll

$320,624
$338,440
$350,584
$365,089

$382,715,

$399,035
$424 516
$448,502

$448,502-

$481,864

' $535,157

$533,595
$533,595

' $540,181
- $540,181

100.0% -

939495

96 97 98 99 00 01
Year Ended June 30

" " Reflects revised actuarial and ebbnomic assumptions
2 Reflects Manager's Proposal -+ '
3 Reflects Corbett non-contingent benefit increases
* Includes change in bensfits for General Members -
5 Reflects revised actuarial assumptions ‘

02 03 04

12.9%

20.1% |

29.7%
38.2%
30.4%

32.0%
35.0% -
(26.0)%
15.4%
58.9%

134.7%
207.9% -
216.9% "

246.9%
2534%
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that time, explained in an interview with Vinson & Elkins attorneys that the change in method was
intended to reduce City contributions to SDCERS at a time of intense pressure on the City’s
General Fund. SDCERS administrators have confirmed that there was no purpose for the switch in
methods other than to provide temporary contribution relief to the City.

It was anticipated by the SDCERS staff and actuary that the PUC rate would eventually
increase to the point that it equaled the EAN rate, at which time the City would resume making
contributions at the EAN rate. This apparently never happéned.” Although the gap narrowed
significantly in the mid-1990s, the PUC rae, as applied to the City’s contributions to SDCERS, has
remained more volatile than the EAN rate without ever exceeding it. As described below, however, ‘
conversion back to the EAN method remains a stated goal of the City.

In addition, as of June 30, 1991, the City reset the period for the amortization of its UAAL.
The amortization period remained 30 years, but was restarted from that fiscal year-end. The result
was to stretch out the period for the amortization of the UAAL, thus reducing that component of

the ARC. Again, there appears to have been no purpose for this action other than to reduce the
. City’s contributions to SDCERS. '

The System’s actuary acceded to actions of this type, so long as they remained within the
- sometimes-vague standards that govern actuarial science. This remained the case in later years as the
City struggled to restrict the impact on its- General Fund of escalating liabilities to the retirement
system. In 1998, for example, at the suggestion of SDCERS actuary Gabriel Roeder Smith &
Company, the City adopted a 40-year amortization period, for purposes of expensing (and
consequently reporting) its UAAL, in contrast to the 30-year amortization period used for
calculating its annual contributions to SDCERS. As described below, this treatment has allowed the
City to report a lower “net pension obligation” (“NPO”) every year from FY 1997 forward, and was
not clearly disclosed by the City until January 2004.

~ Although migrating to the PUC funding method and resetting the amortization period did
not violate established actuarial standards, these actions eventually made a contribution to the under-
funding of SDCERS. Then, as now, California law recognizes the minimization of employer
contributions as 2 legitimate objective for pension system fiduciaries.” This objective, however, is
clearly subordlnate to their responsibility to protect the actuarial soundness of the systems they

132
serve.

" For many years no calculation was made of what the contribution rates would have been under the EAN method. But for the

last three years, the SDCERS actuary has calculated the City’s ARC under both the PUC and the EAN methods and, in each
case, the PUC rate resulted in a significantly lower contribution,

' Cal. Const, art. XV, § 17.
B Sucramento v. Public Employees Retirement System, 229 Cal. App. 3d 1470, 1493-94 (1991).
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SETTLEMENT AGREEMENT AND RELEASE

This Settlement Agreement and General Release (the “Agreement™) resolves and
terminates the following lawsuits:

@ Gleason v. San Diego City Employees’ Retirement System, et. al.. San Diegb
County Sgperjor Court Case No. GIC 803779 (“Gleason”), a class action lawsuit;

(i) Gleason v. San Diego City Employees’ Retirement System, San Diego County
Superior Court Case No. GIC 810837 (“Gleason II"); and

(iii)  Wiseman v. Board of Administration of the San Diego City Employees’
Retirement System, San Diego County Superior Court Case No. GIC 811756 (“Wiseman "), The
~ Gleason, Gleason II, and Wiseman lawsuits will collectively be referred to herein as the
“Actions.” ‘

The parties to this Agreemerit are:

1. James F. Gleason and David W. Wood, individually and on behalf of all persons
who are no longer employed by the City of San Diego and are entitled to receive benefits from
the San Diego City Employees’ Retirement System. Collectively, the plaintiffs in the Gleason
class action may be referred to as the “Class Plaintiffs.” |

2. James F. Gleason, individually.

3. Rosado Wiseman, individually. ‘ _

4. The San Diego City Employees’ Retirement System and the Board of
Administration of the San Diego City Employees’ Rgtirement System( “SDCERS”).

5. The City of San Diego together with its employees, representatives, attorﬁéys,
agents, Council members, and elected and appointed officials (collectively, the “City™.) |

6. Pursuant to this Agreement, the “Settlement Class” shall be defined as: “All
persons who, as of April 6, 2004, were no longer emplqyed by the City and are entitled to

receive benefits from SDCERS, and their spouses, children, heirs, successors and assigns.”



2. NON OPT OUT CLASS AND NOTICE OF SETTLEMENT. |

a. Because the form of relief being provided by this settlement is in the ?ature of
primary equitable relief for alleged actions that are generally applicable to the entire Settlement
Class, the parties have agreed to séttle in the manner of a "Federal Rule 23(b)(2)" settlement,
which does not require that members of the Settlement Class receive notice of the class
certification and the opportunity to opt out of the Settlement Class. This provision is an integral
component of this Settlement.

b. After the Court tentatively approves this Settlement, SDCERS shall mail notice of
the proposed Settlement to the Settlement Class, notifying members of the Settlement Class of
their right to object to the settlement (the "Class Settlement Notice™).

3. SETTLEMENT CONSIDERATION.

In consideration of the release set forth below in Section 4 and the other promises made '

herein, the Parties agree as follows:

a. The City’s Annual Contributions For Fiscal Years 2006 through 2008, and

Security for Performance of Charter Obligations

Under the provisibns of Article IX, Section 143 of the City Charter of the City of San
Diego (the “Charter”), the City is obligated to contribute for fiscal years 2006 through 2008 to
SDCERS an amount derived from the rates calculated by the aétuary for SDCERS in its annual
valuation and approved by the SDCERS Board of Administration (the “Contribution Amount™).
The City acknowledges its Charter obligation to pay the Contribution Amount for fiscal years
2006 through 2008. Such obligations are expréssly limited to fut’uré fiscal years 2006 and
beyond, and do not in any way create a Charter obligation to pay any amount greater than the
City has already contributed to SDCERS for any fiscal yealr prior to 2006. Payment of the
Contribution Amounts described below are in full satisfaction of the City’s Charter obligations
- for each fiscal year. |
In addition to the terms set forth below, the City aérees to provide collateral to secure

payment of the annual contribution obligation through Fiscal Year 2008.

<=



Commencing with the June 30, 2004 Annual Actuarial Valuation, the amortization period
for the Unfunded Actuarial Accrued Liability (“UAAL”) will be reset to a new 29-year fixed
amortization period. The City’s Contribution Amount fof Fiscal Years 2006, 2007 and 2008
_ only (the “Period”), will be based on the 29-year fixed amortization period reset as of the June
30, 2004 Annual Actuarial Valuation (i.e., the FY 06 Contribution Amount will be calculated
based on year 29 of a 30 year fixed amortization period, the FY 07 Contribution Amount will be
calculated based on year 28 of a 30 year fixed amortization period, and the FY 08 Contribution
Amount will be calculated based on year 27 of a 30 year fixed amortization period). After Fiscal
Year 2008, subject to any amendmient to the Charter, the City will remain obligated pursuant to
the Charter to contribute to SDéERS an amount derived from the rates calculated by the
SDCERS actuary in its annual valuation and approved by the SDCERS Board of Administration,
and SDCERS may utilize any amortization schedule it chooses, consistent with Article X VI,
section 17, of the California Constitution and may implement any new, different, or modified
actuarial assumptions, and /or funding methods, in consultation with its actuary, for purposes of
establishing the City’s annual employer contribution thereafter. The parties acknowledge that
amortization schedules selected by SDCERS after Fiscal Year 2008 may be considerably shorter
than 30 years, in which event there will be a substantial increase in the City’s contribution
amount. In calculating the contribution rates for the Period, the actuary will use the éssumptions
and PUC funding method included in the experience evaluation adopted by the SDCERS Board
at its February 2003 meeting.

For the purposes of this Agreement only, the Contribution Amount shall be exclusive of
the payments of employee contributions paid by the City, if any, employer contributions to
DROP, and any other additional contributions paid by tﬁe City on behalf of its employees.

It is the parties’ intent to herewith provide for certain collateral to secure performance of
the City’s Contribution Amount through SDCERS’ Fiscal Year 2008. The cc;llateral will consist
. of real property owned by the City unencumbered (except by leases, easements or deed |

restrictions) and having fair market value (using the methods described in this paragraph) of at

- N ’. %&;@
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CITY OF SAN DIEGO PENSION REFORM COMMITTEE \

'THE CURRENT FUNDED STATUS
OF THE SYSTEM

e The most recent formal Actuarial Valuation of the Plan is as of June 30, 2003. In that
valuation, the Unfunded Accrued Actuarial Liability (UAAL) was calculated at
$1.157 Billion and the Plan was determined to be 67.2% funded.

e At June 30, 2003, the Fair Market Value (FMV) of Plan assets was $2.329 Billion,
while the Actuarial Value was $2.375 Billion. The difference of $46 Million will be
recognized over future periods. Note: Adjusted to exclude Port and Airport Assets.

e The annual Valuatlon does not cons1der the present value of the Plan s contingent
benefits. Contingent benefits are primarily Corbett settlement, 13® check, COLA etc.

.o - The UAAL was updated to January 31, 2004. Rather than $1.157 Billion as was
identified at June 30, 2003, the UAAL had increased to $1.167 Billion. The funded
ratio, however, had increased slightly to 68.7%.

The Committee calculated the amount of contribution that would need to be transferred
into the Plan durmg FYOS to keep the UAAL from growing as follows: -

(in millions)
Contribution Components Contribution Amounts
Normal Cost . $76.01
Contingent Benefits ' 20. 30
Retiree Medical Benefits (current year premium only) 13.00
Interest (foregone earnings) on the UAAL 93.36 -
Total o $202.67*

(*Excludes the unfunded liability for medical costs)

Page 9 of 74
THIS DOCUMENT MAY CONTAIN PROJECTIONS, FORECASTS, ASSUMPTIONS, EXPRESSIONS OF OPINION, ESTIMATES AND OTHER
BACKWARD-LOOKING RECONSTRUCTIONS OR FORWARD LOOKING STATEMENTS, ARE NOT TO BE CONSTRUED AS REPRESENTATIONS
OF FACT, AND ARE QUALIFIED IN THEIR ENTIRETY BY THIS CAUTIONARY STATEMENT. ONLY STATEMENTS MADE BY THE CITY IN AN
OFFICIAL RELEASE OR SUBSEQUENT NOTICE OR ANNUAL REPORT, PUBLISHED IN A FINANCIAL NEWSPAPER OF GENERAL, CIRCULATION
AND/OR FILED WITH THE MSRB OR THE NSMSIRs ARE AUTHORIZED BY THE CITY. THE CITY SHALL NOT BE RESPONSIBLE FOR THE .
ACCURACY, COMPLETENESS OR FAIRNESS OF UNAUTHORIZED STATEMENTS.
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CITY OF SAN DIEGO PENSION REFORM COMMITTEE

J

In FY04, the City’s contribution to the Plan was $85 Million. The agreed-upon payment for
the lawsuit in FY05 is $130 Million, ramping up to approximately $180 Million in FY08.

RETIREE HEALTH CARE

THE SECOND DEFICIT IN SDCERS RELATES ITO RETIREE HEALTH CARE.

Current retirees’ health care is being paid from a special reserve within the Pension Plan.

Currently, this is a “pay as you go” system. Based upon a 5% annual “Medflation” rate,
the liability is estimated at $545 million.

(in millions)
Normal Cost : $26.08
Amortization of Liability $58.96
- TOTAL : $85.04
Page 10 of 74

THIS DOCUMENT MAY CONTAIN PROJECTIONS, FORECASTS, ASSUMPTIONS EXPRESSIONS OF OPINION, ESTIMATES AND OTHER
BACKWARD-LOOKING RECONSTRUCTIONS OR FORWARD LOOKING STATEMENTS, ARE NOT TO BE CONSTRUED AS REPRESENTATIONS
OF FACT, AND ARE QUALIFIED IN THEIR ENTIRETY BY THIS CAUTIONARY STATEMENT. ONLY STATEMENTS MADE BY THE CITY IN AN
OFFICIAL RELEASE OR SUBSEQUENT NOTICE OR ANNUAL REPORT, PUBLISHED IN A FINANCIAL NEWSPAPER OF GENERAL CIRCULATION
AND/OR FILED WITH THE MSRB OR THE NSMSIRs ARE AUTHORIZED BY THE CITY. THE CITY SHALL NOT BE RESPONSIBLE FOR THE
ACCURACY, COMPLETENESS OR FAIRNESS OF UNAUTHORIZED STATEMENTS.
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GABRIEL, ROEDER, SMITH & COMPANY
Consultants & Actuarjes

9171 Towne Cenre Drive « Siile 440 s San Diego, California 82122 » 858-535-1300 » FAX B5B-535-1415

November 5, 2002 .-

Board of Retirement

Mr. Larry Grissom .

Retiremerit Administrator

San Diego City Employees’ Retirement System
401 B Street, Suite 400

San Diego, CA 92101-4227

Re: Agreement Regardmg Employer Contrlbunons Between the City and SDCERS

Dear Members of the Boa.rd and Larry:

a)

b)

2

We are making the following statements in regard to the amendment to the Manager’s Proposal.

_ . ) . 20 oo w

The Agreemeni; whlch meludes alI of the pomts set out m paragraph 8 above promdes
for better flmdmg of SDCERS than ‘does the emstmg Manager § Proposal if the 82.3%
ﬁmdmg raho mgger point is not, hl’t. e e

T it .

If ﬂle 82. 3% :ﬁmdmg ra'ao mgger pomt is h1t, tben under two of ’rhe three m’cerpretanons
of the current Manager s Proposal higher contnbutlons would be received from the City.

Itis hkely that the 82. 3% trigger point will be hit by June 30, 2003, because of the - way

that SDCERS?’ assets are va]ued for the aetuanal valuation:

} - The higher the City’s contributions levels, the better for the funding status of SDCERS,

The current drop in the market asset values has coniributed substantially to the drop in
SDCERS’ funding ratio. This dxop cannot be made up in full in any short period by an

actuanally determined increase in the City’s contribution rates but steady contribution
increases would be best. .

The sooner that the City’s contribution rate is at the full PUC rate the better. The soomer
that.the, C1‘cy s conmblmons rate 1s -at the full EAN rate the better.

' l‘ ome

From a pure actuanal v1ewpomL. 1t would be best to hold the Clty fo fhe exxstmg
Manager's Proposal and the 82.3% trigger (parnelﬂarly if one of the two “high
contribution rate” interpretations of the effects of hitting that trigger were to prevail).

HB 00745
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h) From a pure actuarial viewpoint, we would prefer it if the Board did not provide a
transition period to the City to reach the full PUC rate and then move to the full EAN
rate, .

i The Board must exercise its Judgment in deciding whether a transition penod is needed to
ramp up conmbutlons to the PUC and/or s EAN rates.

j) If the Board decides ﬂlat a transition period is needed, then the transition period chosen is
reasonable as the City will commit to contribute an additional amount each year starting
in July 2004; if the 82.3% accelerated funding trigger is hit the ramp up to full PUC rates
will be accelerated; the City will contribute the. full PUC rate starting in July: 2008; the

entire agreement will sunset on June 30, 2010; and the City and Board agree to move 16
the EAN rate rapidly after that date. _ )

Very truly yours,

Rick A. Roeder, EA, FSA, MAAA

CC: Connie Hiatt, Esqg.
" Robert Blum, Esqg.

‘ C HB 00746
) GABRIEL, ROEDER, SMITH & COMPANY
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with
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September 16, 2004

Paul S. Maco
Richard C. Sauer
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Washington, D.C.




MP1 lowering the trigger provision from 82.3% to 75%. On June 10, 2002, he submitted a written
proposal requesting that modification to MP1, as well as the Board’s agreement that, should the
funded ratio decline below the new floor, the City would have a five-year period to ramp up to the
full PUC rate.” His expressed reasons for this request included the tetrorist attack of September 11,
2001, the collapse of the dot.com economy, raids by the State of California on San Diego revenues,
and the benefit enhancements mandated by the Corbesr settlement. He stated that the cost of the
benefit enhancements coming out of the meet and confer process, estimated at 1.52% of payroll,

would be incorporated in the City’s contribution levels, which would otherwise continue to follow
the schedule provided by MP1.

B. SDCERS’ fiduciary counsel and actuary recommend against the first iteration of
MP2

The SDCERS Board sought advice from its fiduciary counsel and actuary, and it quickly
became apparent that neither would approve the proposal without. significant modification.
Fiduciary counsel Constance Hiatt and Robert Blum of Hanson Bridgett, in a June 12, 2002 draft
lerter to SDCERS, described the new Manager’s proposal as, in essence, a request that the retirement
system give up something of value — the protection of the 82.3% floor — in exchange for nothing,
Unlike previous fiduciary counsel, they did not consider the contingent benefit enhancements as an
adequate quid pro quo in determining whether the SDCERS Board had been offered an acceptable

bargain on behalf of System membership. Rather, they focused exclusively on the effect the proposal
would have on the financial soundness of the System.

They began their draft opinion letter by noting that the City had been contributing to
SDCERS at a level below the actuarial rate since July 1, 1997, and that the disparity between the
actuarial rate and the paid rate was inéreasing. For FY 2003, the City’s contributions, pursuant to
the first Manager’s proposal would be 10.44%, a full 5.26% below the actuarial rate of 15.59%. To
date, MP1 had cost SDCERS $90 million in foregone City contributions, including interest.
Further, they noted that the anticipated funded ratio at June 30, 2002 was approximately 82.3% —

the trigger level for MP1.* This would represent a decline of approximately 7.6% over the current
valuation.

259

Memorandum from Michael T. Uberuaga, City Manager, to San Diego City Employees’ Retirement System Board of

Administration, Subject: Proposal of the City of San Diego Regarding Employer Contribution Rates, Health Insurance and
Reserves, at 2 (June 10, 2002). The exact language of this proposed provision was:

If the actuarial rate falls below the floor in any year, the City will increase its contribution rate on July 1 of the
following year by an amount equal to one-fifth of the amount necessary to reach the full actuarial rate. The City
will pay this increased amount for each of the subsequent four years in order to achieve the full actuarial rate over
a five year period.
* The actuarial valuation would not be completed for many months and would then conclude thar the funded ratio ar June 30,
2002 was 77.3%. Neither this nor the 82.3% projection in counsels letter included the additional cost of approximately 2.5%
of payroll that would result from factoring in the contingent element of the Corbest setrlement. :
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Ms. Hiatt and Mr. Blum interpreted the trigger mechanism, in accordance with its actual
wording, to require that the City make a one-time payment to restore the funded level to the
specified floor. Offering the example of a decline in the funded ratio to 80.0%, they estimated that
this would require a contribution of approximately $75 million above the scheduled amount. Their
letter notes that the new Manager’s proposal would allow the City to escape its obligation to make
such a balloon payment. Counsel viewed this as a sign that MP1 had proven unworkable. At the
‘time MP1 was under consideration, the City had represented that it would address any potential
balloon payment situation by increasing its payments to the System. But, in the event, the City had
failed to do so, instead citing financial hardship and requesting additional leniency from SDCERS.

In counsel’s view, this signaled deterioration in San Diego’s financial situation that should be of
concern to the Board.

‘

More generally, counsel addressed the proposal as a request by a borrower (the City) for a
credit accommodation from its creditor (SDCERS), and found little to recommend it from the
creditor’s standpoint. “Viewing the City as a ‘borrower,” as the Board did in 1996, the City is
requesting more favorable terms even though its ‘debt’ is greater than in 1996 and the original deal
objective was not reached.”" Counsel found that the proposal would weaken the protection to the
System provided by the trigger mechanism — which the letter notes was of particular significance to
the System’s actuary in approving MP1 — without providing any mitigating benefits.”

‘The Hanson Bridgett letter rejects the argument that additional benefits could, in and of
themselves, constitute an acceptable quid pro quo for the additional “flexibility” in scheduled
contributions requested by the City. Although “the courts have indicated that the impairment of the
vested right to a soundly funded retirement system can be mitigated by providing comparable new
benefits,” Counsel concluded that this doctrine goes only to the employer’s contractual obligations
and not the Board’s fiduciary duty to act in a “prudent” fashion. Raising obliquely the perverse
incentive created by the benefits-for-contribution-relief aspect of MP1, Ms. Hiatt and Mr. Blum
pointed out that, if this were a permissible approach:

each time [an employer] persuaded a Board to reduce contributions, it could avoid
challenges by increasing benefits. This would not pass elementary actuarial
. requirements. Instead, as set out in the Municipal Code, whenever benefits are
increased they should be paid for in accordance with the standard actuarial practice,

* Draft lewer from Constance M. Hiatr and Robert Blum, Hanson Bridgetr, to Lawrence Grissom, SDCERS, at 7 (June 12,
2002).

“*" Hanson Bridgett appears to have derived little comforr in the wrigger mechanism as a safeguard against under-funding. The ler-
ter notes that the floor level is most likely to be hit during periods of economic downturn, when the City will be least able to
make additional contributions. Its letter also points out thar the 75% level proposed by the Manager’s Office is substantially

below that used by ERISA. “co determine when the employer must make additional contributions to certain private sector plans.”
I : ,
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so normal cost is paid currently and past service costs amortized over an appropriate
6:
number of yeass...””

In considering what would justify the requested rate relief, counsel suggested: “the Board may
wish to consider a lower ‘trigger’ point if there were material increases in the City’s scheduled
contributions, so the funding level of SDCERS is substantially strengthened on a current basis.”
Fiduciary counsel also urged that the Board ensure that all benefit increases (past, present and future)
be reflected in the City’s contribution rate. This was stated to be necessary to bring the City into
compliance with Section 24.0801 of the Municipal Code, which required that it contribute an

amount to SDCERS that covered the normal cost of the System, plus the amortization of past
service liabilities over no more than 30 years.™* '

The letter concluded that, should the Board approve the proposal in its current form, a court -
might conclude that: “the decision was not a proper exercise of the Board’s fiduciary responsibilities

based on the facts before the Board and the actuaries [sic] opinion to the contrary.” The daunting
list? of remedies a court could then impose included:

ordering the Board to reconsider its decision; ordering members of the Board who
were directly involved in the bargaining process to recuse themselves from any
reconsidered decision; ordering the permanent removal from the Board of some or ail

of its members... [and] imposing personal liabili?r on each member of the Board
who voted to approve the proposed amendment...”*

The SDCERS actuary, Mr. Roeder, was, if possible, less favorably disposed toward the initial
iteration of the new -Manager’s proposal than was SDCERS’ fiduciary counsel. His primary
objection was that the weakening of the trigger provision transgressed the intended limits of
“corridor funding.” In materials provided to the SDCERS Board, Mr. Roeder pointed out:

) On an EAN basis, SDCERS had one of the lowest funded ratios in California;

. "The gap between the actuarial rate and the City contribution rate was increasing;

. The SDCERS funded ratio was at its lowest point since the 1980s; and

° At the nexr evaluation, it was expected to fall further.

® Idat 15.
264 fd.
* Id at16-17.
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In a slide, colloquially entitled “Which Way Ya Goin’?,” Mr. Roeder illustrated the widening
gap between SDCERS’ assets and liabilities under two diverging arrows labeled “enhanced benefits”
and “contribution relief.” Among the listed benefits were enhancements to the pension formula
stemming from the 2000 and 2002 labor negotiations. Specified items of contribution relief were:
the adoption of the PUC funding method; the resetting of the 30-year amortization period in 1991;
the lowered contribution rates under MP1; and the phase-in of certain changes in actuarial assump-
tions.”. He provided graphs to illustrate the growing disparity between the City’s contributions and
the PUC rate and the yet greater disparity between those contributions and the EAN rate.

Mr. Roeder had also voiced criticism of certain aspects of SDCERS’ funding situation in his
actuarial valuation for the fiscal year ended June 30, 2001, completed in early February 2002 and
available to the public as an attachment to the SDCERS CAFR for that year. He referred in

particular to the damage to the soundness of the System that could result from the misuse of the
concept of surplus earnings:

t We offer comment related to disposition of Surplus Undistributed Earnings.
Suppose that the System earns 0% in the current fiscal year and 16% next year. Our
understanding is that a contribution to Surplus Undistributed Earnings will be made
for the 16% year even though there will be no net gain from investments over the
two-year period. If extra benefits are conferred in the “good” years, then the median,
“after the fact” investment return to finance all other benefits should theoretically be
correspondingly lower. We will revisit this issue in the experience investigation.

In all previous years after the adoption of MP1, the Gabriel Roeder Smith & Co. annual
valuations had concluded that the System was, as a general matter, actuarially sound. In the 2001
valuation, however, this language included an added element of caution:

Overall, the financial condition of the retirement system continues to be in sound
condition in accordance with actuarial principles of level-cost financing. However,
we want all parties to be acutely aware that the current practice of paying less than
the computed rate of contribution or pickup will help foster an environment of
additional declines in the funding ratios in absence of healthy investment returns.

Also opposed to the amendment to MPI, as initially proposed, was San Diego attorney
Michael Aguirre, who, in a letter dated June 20, 2002, threatened the Board and its members with
litigation should they approve the proposal as presented. Mr. Aguirre objected to the reduction of

66 . . . . . . . - . .
**In an interview with Vinson & Elkins, Mr. Roeder stated that the assumptions to which he referred involved the reduction in

City contribution rates reflecting the fact that certain employees on whose behalf contributions were made would not become
vested members of the System. The number of such employees had been overestimared in previous years, causing an excessive
discount to the City’s contribution rate. Rather than incorporate this in a single upward adjustment to the City’s rates, the
SDCERS Board had agreed that it would be phased in over a five-year period.

*" 2001 Actuarial Valuation, supra note 221, ar cmt. M, at 17.
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the trigger level and expressed skepticism that the City would honor even the reduced level should it
be breached. He opined that the SDCERS Board should follow the advice of its fiduciary counsel,
Hanson Bridgett, and reject the proposal. “This advice is based on the most fundamental law of
trusts,” he wrote, “a trustee shall not dissipate the 7es of the trust.”®

C. Further iterations of the second Manager’s proposal

Given the opposition of its fiduciary counsel and actuary, the Board communicated to the
Manager’s Office tha it would not consider the proposal as it then stood. Mr. Uberuaga and his
staff responded with two significant modificarions. Rather than rerain the MP1 schedule of .50%
annual increases in City contributions, the Manager proposed to double the increase to 1% of
applicable payroll. The amended proposal further provided that the agreement would sunset in FY
2009, at which time the City would pay the full PUC rate — however much progress it had or had
not made toward that goal through seven years of stepped-up contributions. The City’s
contributions would thereafter continue to increase by .50% a year until the EAN rate was achieved,

as unyder MP'l.269 The second iteration of the new proposal, however, retained the proposed reduc-
tion of the funding floor to 75% of the AAL.™

At the June 21, 2002 meeting of the SDCERS Board, its actuary acknowledged the
improvements made in the revision to the new Manager’s proposal, but again pointed out in derail
thc.deterioration in the System’s funded status, which was even more pronounced when measured
under the EAN method. He indicated as causes of the funding shortfall changes in System demo-
graphics, substantial additional benefits and the five years of contribution relief provided by MP1.

Under these circumstances, he remained unconvinced that lowering the funding trigger was an
appropriate action.

With the original Manager’s Proposal, Mr. Roeder said he had similar misgiving as
he has today. However, he was more comfortable with the [originall proposal
because of the 82.4% [sic] floor. With that floor, it seemed to provide the necessary
prudent protection to the System. However, he is concerned with the new proposal
because of the coupling of benefit increases o funding, along with the significant
change from the 82.3% safeguard to 75%.”"

Similarly, see Minutes of SDCERS Board Meeting, at 21 (July 11, 2002) {remarks of M, Aguirre),
* Initial ambiguity on this point was addressed by the Manager’s Office in: Memorandum from Bruce Herring, Deputy Cigy
Manager, to Lawrence Grissom, Retirement Manager, SDCERS, Re: City’s Proposal Regarding Contribution Rates and Reserves
and Responses to Questions from SDCERS Trustees (July 1, 2002).

*  Memorandum from Michael T. Uberuaga, City Manager, to SDCERS Board. of Administration, Re: June 18, 2002
Modification to the Proposal from the City of San Diego Regarding Employee Contribution Rates, Health Insurance and
Reserves (June 18, 2002). See also Minutes of SDCERS Board Meeting, at 16-17 (June 21, 2002) (remarks of Mr. Herring).

n

Minures of SDCERS Board Meeting, at 17~ 19 (June 21, 2002).
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Retirement Administrator . -
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Re: San Dlego City Employees’ Reﬁrement System (“SDCERS")
A.mendment to the Manager’s Proposal

R .-

: This I\.spcnds to your le.ttm_of May 23 2002 ;equestmg an,opxmau on,whether umo‘r_th.. = .-' .
z Reuramen‘fBoard’s acceptance and" approval of the proposaltov ]nwerthef‘ﬂoof‘ m'thﬂ BOTERE

e d
Ty et <3 LTE et
- s ..“ HoE AL :

Our opmmn is set out below and i is basad on our review of the followmg-

-

» The SanDiego Municipal Code,
The ’\da.nager’s Proposal and accomp'aminw documenrs i)rovided 0 us by SDCERS-

»- The descnpnon provided to us by SDCERS on June 12, 2002 of the proposed smendment

10 the Manager’s Proposal mcludm° a lower “floor” of 75% to trigger addidonal
funding, :

* . The presentarion by the Ciry Manager to the Retirement Board on May 22. 2002.in
support of the amendment to the Manager's Proposal, -

Our discussions with Rick Roeder, SDCERS® acmuary, and s letter o us of {Jime
22002,

California and other relevant fiduciary law.
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SUMNMARY OF OPINION .

Based on the facts as we undzrstand them and as summarized below, and based on the law
discussed below, it is our opinion that there is 2 material risk that a court would find that
approval by the Retirement Board of the proposed amendment including the reduction in the”
“floor” in the Manager’s Proposal to 75% was not a prudent exercise of the Board's fiduciary
Tesponsibilities, particularly if insufficient mitigating actions were taken by the Board. The facts
summarized below are unilikely to be constmed as providing the necessary substaufial evidence
of actnarial soundness to support the proposed change to the Mana,aer s Pmuosal. OF course, our" -
opinion could be different if the facts are not as we understand them. gui

. - mime z -‘.— —— -

Thc Bcard may be able 1o take m_txgatmcr actions mth respect to tbe cum:nt Manazex’s Proposal :
and some possible actions are discussed below. Any such actions, however, shauldbebased on

# the exercise of due thgence by the Board, which most h'kely wﬂl‘take add:uonal time.

thorouph'lmderstandmg ofthe facts, a thorough evaluahon and'recommendanon:fmm SDCERS
..actnary-and consideration by:the Board: of the consaquences of its acfions for ‘rhe.mtcgm:y and
security of SD CERS funding status.

SUMM.ARY OF FACTS

" 'We understand the relevant facts 1o be as follows.

1. The Manacer's Prooosal

The Manager’s Proposal was proposed by the City and zidoPIEd by the R_en’remeﬁt Board in 1996.

In brief summary, vnder the Manager’s Proposal the following occurred:

) Certain pension and health benefits wers increased for SDCERS retirees and active members.

b) A scheduled ser of City contribution ratzs was adopted by SDCERS through 2009. to provide ‘
stability 1o the Cir¥'s budger process.

c) The scheduled conmibution rates were acknowledged to be lower than the conmIhunon rates
that wotld otherwise have been required nnder the annual valuation that is conductad
annually by SDCERS® acmuary.

d) A porton of the cost of the benefit improvements was considered 10 havz been paid from a
special “excess earnings™ reserve of approximately S105 million.

s
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e) In 1996, SDCERS assets equaled about 91% of lizbilites. In 1997 SDCFRS was zbout
93% funded.

H A sazevuard clause was mcmdnd in the Manager®s Proposal, and was swengthened to protect
 the funding status of SDCERS at the request of SDCERS fidueiary counsel and acmary. The

... Safeguard provided that if the fonding status of SDCERS fzlls more than 10° percentage ..
points below the then current ratio — that is; falls below 82.3% —in the foHowmz yéarthe

s

- -
s N ;.—l.~ .’...-_._- "

g) In 1996 m dlscussmu the Manawer 3 Pmposa], Board member‘ expressed conteri about the

Dossi'bﬂlty thata balloon,conm'buhonyayment would berequired and it would be Bifficalt
for the City to make such 3 paymmient” Th responsethe Gity Manager-s3id that-if SDCERS®
] ijz_nd_mg status were to ﬁeteuoraie 50, the dJ:Efcrence betweeu'the scheduled andacmanal :ca.'ces

a) Contnbutlons crrently befng made to SDCERS by the Crrv are 9.83% of payrolL Under the

-, actuarial valuation mos: recently approved by the Board, the full actuarially computed
‘contribuition rafe would be 12.58% of payroll or 2.75 percentage-points higher. Forthe fiscal
year July 1, 2002 — June 30, 2003, contributions under the Manager®s Proposal will be' _
10.33%; the ""ull acmanal e W'.lu be 15.59%, or 5.26 percentage poinis higher.

b) The total of City and member contributions to SDCERS are not sufficient To cover both
normal cost and Interest on Das.t service cost ccmuuted at the acmarial funding rata.

c) From July 1 1996 LxIDLcn June 30. 2002, the difference between what was conmibued by
the City and what would have been conmibuted under the amounts compured in accordance
with the acmarial valuaion. plus earnings on the difference, totals about 390 million.

‘d) .As of Tune 30, 2001, SDCERS® funding ratio was app_mmma:el}( 89.9%.

'e) Itis estimated that as of Tune 30, 2002, SDCERS funding ratio will be close ™ 82.3%.

! For example, if the fimding rario were 1o fall 10 80% as of June 30, 7007 thﬁn forthe ﬁscal
Year Tuly 1, 2003 + June 30, 2004 we imderstand thizr, under the cument Manager’s Proposal, the
Chry would increase the schedided conmibution by an amoumt that would 'brm_ the fimding ratio
to §2.3%. We also understand that this require an extra contribution in the 2004 ﬁscalvear
above the scheduled contribution. of about $75 million based on current data.

" 95I3TLA
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~

fj Since July 1, 2000, SDCERS fimding ratio has fallen by an estimated 14 percentage points, o

from approximarely 97.5% as of June 30. 2000 1o close to an estmated 82.3%% 2s of Jumz 30,
2002, ) . '

g) “As of June 30, 2002, it is estimated that the SDCERS funding ratio will be the lowest that it
has been for the past 14 years. The next lowest ratio, prior to June 30, 2001, was in 1996 at
approximately 91%. L L L.

) This ching? is believed to be dne in several factors, inchiding: the £l i fhe Equity markets,
the substantial reduction in inferest rates.due to action by.the Federal Reserye Bank,

. - increased lisbilities pp account of changes sich as cify employess staying longer on their

. jobs;and an increase in benefits nnder the ‘_‘C}_J_tbj_e:t?’ settlement. "

PP N .

§ SICERS fmyestient consultant bas told SDEERS st fhers b been 2 sinichoral ébemge in

‘the capital markets and in the,fizture i is less Hcely hat SPCERS il ie¥e eamings in the
ranges that were achieved during the prior 10 years. SDCERS investment cofisnltant has also
said that eammings will Hikely be more:valatile for the foresseable firtre, them for:the pror ten

years. 3

3): - After meeting.its other obligations, it is-axpé(-:ted hat SDCfRS will effectvely have no
“surplus eamnings™ at the year ending June 30, 2002, to fund new benefits orto make up
finding shortfalls. . : . '

k) 'City conmibutions have not increased over the schaduled amounts in the Manager's Proposal
even though there have been benefit increases under SDCERS since the adoption of that
Proposal, most notably the benefirs provided under the “Corberr” serlermeat.

I) We understand thar liabilities under the Corbetr serlement are included in the SDCERS
actuarial valuation for active employees only and not for retiress. This weanment affects
conmibuton rates znd the funding ratio of SDCERS. If these iiabilities for remirass werz
included in the actuarial valuarion, we understand that the finding ratio for SDCERS would
be approximarely 2.5 percentage points lower or 87.4% funded as of Jure 50. 2001,

m) GASB has approved six standard actuarial funding methods for pension expensing purposes-.
These methods require current funding of “normal™ cost plus level-amorgzation over 2 stared
period of years of past service lizbilities. SDCERS actuary has informed us of one other
California public retirement system that uses a finding method with 2 safeguard tmgger
similar to thar nnder the Manager’s Proposal, however the Trigger point for that system isa,
90% funding ratio.. ’ ‘

. n .. . AR
? We understand that pension expensing is not necessarily the same as pensica funding.

L
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n) In 1996, SDCERS acruzry was satisfied that the \43na_ar 5 Pronosal mer acmzrial standards,
An Important reason for that opinion was that the City had. committed to mes: 21l of the
coriditions iz the Proposal including the safeguard floor and wigger. SDCERS acmiary has
informed vs that he is not satisfied with 1he proposed amendment , T0 & Supstaogal extent
because of the proposed change to the salevuaid floor.

- Mz Rick Roedcr in his Jetter to us of June __, 2007 has confirmed the above irems (a) thmuc_h
(h) andﬁ)through (n) Youhave conﬁnnedltemO'tous.-_ = om g s

. . .« % H '_
=l ._..r'_.._-- a.—_.-..-- -_. , el et

3 Pronosed Amendmentto the ManLer st;cml b : ;;,.“'1-- ) -

o emr -5

Under ﬂne proposad amr.ndmenﬂo 'the.Mznagcr s Eroposa], we mderstaud thaIThe.followmg
would occur:

P B
-

a) THe safag,nard mggarfor mcrczsm,.fhe Cny contibuuons wﬂlbe reduced. :&omz.fmdmg
-atio of §2.3% 16 aﬁmﬂmgmno of75%

b) "If‘rhe fUIlClmU tio goes below 75%, the City: wouId not comm.ﬂ:to makm= upﬁlc gap
Defwetn the floor-fimding ratio:of 75% and fhe-ctoal ﬁmdmv atio.” InsteacLTIm Ciry would
‘Corimit to increase its contribution rate on July 1 of the following year by *an amount equal
1o one-fifth of the-amount necessary to reach the firll actarial rate.~The City will pay.this

- increased amounr for each of the subsequent four years in order to achieve the fill a::ma.na]
rate over a five vear period.”

c) The proposed amendment does not deal with a mumber of issues, such as the following:.
s What is the “full actuarial rate™ Is it the PUC rate or the EAN rer?
» Ifthe mll acmuaral rata increases in later vears because of. ‘e.g.. becedln increases,
will the “difference” 1o which the 20% 1 is apuhed also increase. or Is his & fixed

arnount?

e If the full ace=ral rate incresses because of changes in acmarial method and/or
assurnprions, will the new rae be the Fiall acmana.l rate for ﬂns calculation®?

. What ha.nvens if the fimding ratio goes down againina later vear? Will anew
20% amouni be calcula.ted amd comnmed”

> Paragraph C of the Manager’s Proposal under the heading “Issue No. 3 —-Emulov& .
Conmbuuon Rates™ is unclear on this point.

At
e

9325711

SDC006388




P

. s e . —— -

- .

. Y . T ._’
MIr. Lawrence Grissoi * ¢ DRAFT 6/12/02 <«
June _ 2002 ’ .
Page 3
s When will the City"s contribution bring SDCERS funding ratio 1o te 75% floor? e

d)

‘When will it bring the ratio to the current 82.3% floor?

o Whatis the anucmaxed course of events over the next, e.g. me ve=ss gven the
known stams of SDCERS Habilities and asset values znd anticipaied =*..mm.s
over the next few years? . :

The City has not proposcd to take any mlhgahng action to_strengthen the fimdmg status of
SDCERS, such as increasing its scheduled contributions nnder the Manager's Proposal. .
Further, the City has not proposed to ‘take any mitigating action to assure SDCERS that if the
funding ratio falls below 75% that it will not again request 2 reduction in the “migger” to

' strengthen SDCERbfmndmg starns; and will te'able'to pay and will pay the amomts .

' General member connibutions would also increase, but payment would be as stzteéd i the

quurred. )

: The benefit fonmﬂa for gencral members of SDCERS 3 would be mcreased b2 benefit cau
* + would be imposed (with appropriate grandfathering). =z ,,,_r'__;“...% SR S

To reﬂect the bexefit infredses stated fn the paragraph above Cﬂy contribuiions would ,
sncrezse effective July 1, 2003; in addition'to the scheduled iricrease under-the existing
Manager’s Proposal. 'We tmderstand that this increase would cover both the added normal
cost and amortization of the past service cost from the increase in general members’ benefits.

_ following paragraph. - . . =

=4

&

h)

D

n

The City would pick np- ce_rtam ermployes coniribution i mcr..ases for all SDCERS members.
However, these amounts would be paid from the existing Employes Conuibuzon Rat
Reserve of SDCERS uniil that Reserve Is exhausted.

City contributions otherwise will continue 1o be made on the schedule establisted by the
Manager’s Proposal.

The City Manager has swred to the Retirement Board thar the City is making tais ;rouosal 10
have “reasonable flexibility” in making contriburions to SDCERS. Further. ke said that this .
proposal is a part of the Ciry’s agreements with the labor unions, and the Ciw's desire 10

have three year agreements. Moreover, he stated that this proposal allows the Ciry 10 plan
out the next three years: Further, he stated that the City’s financial concemn “really will be
the fiscal year 20047 because of possible shortfalls in revenues from the Stere in that year ,

The proposed amendment to the Manager’s Proposal also includes a request hat ; SDCERS
approve the creation of a section 115 trust for retiree health insurance and airhorize the
Transfe' 0f 325 million from FY 2000 earnings to that trust as sbon as practcal. The

k3
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proposal does not comment on'the effect that this would have on the SDCERS anDJ:lU r=tio
nor on Ciry contribuion rates. Tt appeérs from the proposed amendment, however, thr the
City. does not expect that it would make any addmona.l contribution to SDCERS if such a
“ransfer” occurred. :

ANALYSIS _ )

o I e e v, T, AT et = o T e Ten = . -

Cun'eut Sltuatlon Comnared to the 1996 Mana_ar’ s Pro sal

i e, * - = ot
- - - e P e R I B A - . e

I ) -~ -~

~ One of ﬂle key quesncns 'thathas been asked 15' what is the dt&'ereuce betweeu 2002 and 1996,

with respect to the safegnard “floor™? In other terms, if 82.3% was an appropnata ﬂoorm 1996,
why not75% today? ;:;To a substantial extent, the fidnciary decision of the Board mmst- be - based
on current facfs,—as they.re!ate 1o he Board’s ﬁdnmary duty 1o, act pmdenﬂy and ::xclusxvely in

the interest of plan parhcxpanfs Relevant corrent facB as we und fand ﬂ:em, Znd as 1 they. .

- contrast to-the factsin. 1995  are setoibe.cw. .Fur*.hcr below, we discuss fhu Ia:w.aut a_pphes
"here

There are significant, dlﬂ'crences In sevgral areas, :tncb:ui:r.u:r ’the follomng S

- SDCERS aciarial and Jmancxal status is different. In this rﬂgard, SDCERS ax:ma:zy’s view
of the proposed amendment is substantzally different than his view of the IvIana_cr 5
Proposal.

.~ The original structure of the Manager's Proposal has been tested and it does not appear to

work as Intended. particularly with regard to the safeguard floor. Further, the proposed
amendment conld leave SDCERS less well fimded than the current swucrure.

»  Viewing the City as a “borrower™, 2s the Board did in 1996, the City is requesting more
favorable terms even though its =debr™ is grearer than in 1996 and the original deal ob_]ec:twe
was not reached.

= There have been new developments in the law.

Each of these areas is discussed below.

a The Acmiarial and Financial Simuarion is Diﬂ'erent

Below are set our marerial acmarial and financial dlﬁerenccs from those emstm.m 1996
. SDCERS finding status has fallen by an esnmated 14 percentage points mrhe last two years, |

and is the lowest in 14 years. Itis estimated to be approximately 8 percentage points below
: it

9543711
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the funding ratio in 1996. The conmibutions under the Manager's Proposal arz less than the
actuzrially determined conribrttion rates under the annual acmarial valuation. The
conmibutions under the Manzger's Proposal (including member contriburions) do not cover
normel cost plus interest on past service habumes .

o SDCERS will have liule, if amy, net surplus earnings ‘at the end of the 2002 fscal year in
comparison to the $105 mﬂloﬂ availzble in 1996. .

o The Ciiy has not increased its ccontn'butlomztes over'those ja- ﬁwManagefs Pmposal 1o take
account of the increased beneffis due under the Corbett settlemeng and the portion of that
setﬂpm’m. Iela.tmg to IBt{Iees %s not mcluded asd habﬂztym the actuarial: valnznon. :

- [P R Ec.,

o SDCERS: actuary is not satisfied wrth the pmpused amendment to'ﬂmManagm’s Proposal

becaun a key pan of fnat ngoml was the safeg}lard'tbat the-City proposesto aménd. «

R <5 :‘,“"'"1 PP

e SD CERS mvestment consrﬂ‘taﬂt foretzsfs the Hkelthood of Iowar and—more volatile :zmmgs

in the ﬁmzrethznmthepastm years. ) Y

e e -._ ) L. L emieia . - e
» ‘The Cityis conéerned thatfts fmanmal smxanon‘wﬂl get worse in the coming vears.- =~ -

s Under the proposed amendment, the City Wﬂl not prosze 10 mak" up. any 7 shorrfall below the
trigger in one year or éven in five vears. Instead, the City proposes to fncreass its- .

* contribution rate. However, there are 2 number of questions about the Ciry"s pioposal (set
out above). Depending on how they are answered and depending on the parrcular
circurnstances, this increase in conwibion rate could provide Jess or more fimding 1o
SDCERS if the *igger” ratio were hit.

o SDCERS cmreit funding intzgrity and security has been adversely impactec b¥ application
of the Manager’s Proposal.

Please note that we can only comment on the facts that we have as of the date of s lemer. Anyv
additionzl facts available 1o the Board should be examined when it considers the issua.

b. The Orioinal Strucmre of the Manager's Pronosal Does Not Appear to Work

Two key parts of the Manager’s Proposal are relevant to the current issue: estabiishing a
safeguard floor that would be mulemented and avmd.mcr a balloon payment that could cause
problems for the City.

* E}sﬂe-;.*é?a-;us-wew"qms In terms of paying | off amorgaze the pmmpal amoumr of the

mortgage debt would be increasing because interest on the debt is not being covered. Under pre-

" ERISA tax law, this could call into question the qualified statns of SDCERS.

ant?
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With respect 1o the safeguard foor, this was suengthened a1 the request of SDCERS fiduciary

counsel and actuary to ensure that if the finding ratio went below the floor, thers would be

immediate action to restore SDCERS finding statns. See Minutes of SDCERS® Retirement

Board Special Wotkshop of Tine 11, 1996, p. 19 and compare the Manager’s Proposal dated -

June 7, 1996 1p the Manazer’s Proposal dated June 21, 1996;. see also Dwight Hamilton letter to . _ .
.- Lawrence Grissom of September 19, 1996, page 3:” Nevertheless, the efficacy of the safegriard

. .. Migger iS5 means of protecting-the fimding sonndness of SDCERS muist be quéstioned betanse ~~ 7 2. .

the City Yias réqitested that this safegnard be Sibstaniially reduced or substantially diluied. -2 -
With respect to avoiding a balloon payment, at the Board meefing of June 21,1996, several - -
Board members raised concemns about ‘whether the MznagersProposal would be Settingup &

" sz Situation where'the City might have to make a balloon payment that could not be met. The City

e

Ménager stated that he also was concemed about 2 balloofi payment and thiat ihé Gity-widld "

- "rarup up? its contributions zbove the ratesrequired in the Manzger’s Proposal if & appeared that
would occur. Nevertheless, it appears that.one of the reasons-for the proposed amendmerit is the

* City’s concern thiat a substantial addifional payment could soon be required under the Mariager’s
Proposal 2nd the City Hasnot “Gmped i ifs copfributionsas dnticipated fn 199657 =
In light of the cumrent proposed amendment to the Manager’s Proposal; it-appears that nefther of
these key stroctural elements of the Proposal works. The safeguard floor is not a safeguard
precisely because the City has asked that it be lowered. Further, it appears thar an important
reason that the City has asked thar it be Iowered is thar, under the existing strucmre, a substantial
balloon payment may be required in the next three years, when the City wants stability for its
budget. ' :

. ¢ The Citv’s Status as a “Borrower™ Mav Be Influenced bv Actions Taken Afer 1996

‘When the Board considered the Manager's Proposal, the Board viewed the City as 2 borrower
and evaluated the likelihood that the City would in fact pay Irs obligation 10 SDCERS as agreed
t0 under thar Proposal. At the time, given the facts available, the Board's evaluarion was that
this obligation would be paid. o

However. in light of the current proposed amendment to the Manager’s Proposal, it appears that
the City’s position as a borrower from SDCERS s not as strong as in 1996. This is precisely
because the City has stated that it wishes not to meet its obligetions under that Proposal, and
instead wishes to renegotiate the agresment, or debt (which is now a greater amovnr) to alleviate
financial hardship for the Ciry. Such actions indicate the City’s mmwillingness or inability to
budget in advance for anticipated obligations to SDCERS under the ‘Manager's Proposal. -Such
actions a1 least raise questions about “bomower’s”, or the City’s, cominitment o pay the
conmibutions as promised in the Manager's Proposal, or in an zmendment to such agreement. In
. 31
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light of the chancre in the funding stztus of SDCERS, the Board arguably milst piace grearer

-weight on this issue since the “debt™ is much Iazoer

Please note several facrs. First, the City is not only asking that the safeguard floor be lowered 1o
75%; 11 1s also asking that if the funding ratio goes below the floor that it would not have fo
conm'buta enough fo bring the funding ratio up to the floor in any stated period of dme. Second,
the Cify is dlready the benzficiary — in calculating the fimding ratio — of the exclusion of the
Corbett retires liabilities. Third, the City has stated that Tt expects its financial statns 1o be weaker
in2005-2004. Fourth, the City has not provided any addmonal secunty to support payment of its

obligations nnder the proposed amendment

a NewLezalDavelonmenfs—Smce 1996 | CT L

'ﬂle Iegal issues are d1scussed below. : . .

ok Llmtt S S . oo

RulesthatGavemtheBoard’sActmns ._5'_;.“._"*_..__".".': Toomn I o
...-;. ‘»' ,,',...- 2 s, e o . -2

"Iha members of -theBoanlmust act “with the care, skﬂl pmdr:nce a.ud dﬂlgencc 'undﬁr 'the

circumstances then prevaﬁmcr that a prudent person acting in a like capacity and ﬁmﬂ:(armfh
these matters would nse'in the conduet of an enterprise of a like character and with Iike aims.”
California Constitution, Article X VI, ‘Section 17. It also must act to minimize employer
contributions, but {1s dotv to participants and beneficiaries “shall take nrecedence over any other
dury.” Id. .

Generally, prudent action requires that all relevant facts be examined and ev zluzsed before a
decision is made. See Sacher “Employee Benefits Law, 2™ £4.* a1 666 (2000). In obraining
these facts. the Board should vse its expert advisors, such as iis actuary and investment

~ consultanr. Further, of course. the ultimare decision made by the Board must bear 2 proper

relation 10 the goal of the retiremept sysiem 10 provide secure beneﬁts to its members and

beneficiaries.

In this regard, the California cours have stared several iimes that a key element of the operation

‘ of a retirement system as SDCERS is 1o ensure the financial integrity and security of the system.

See Valdes v. Cory, 139 Cal App.3d 775 (1983), 785; Claypool v. Wilson, 4 Cal AppA™ 646,
671, 672 (1992); Board Of Adminismrationv. ilson, 52 Cal App. 4" 1109,1134, 1136 (1997)
To ensure finaneial i inregriry and security, the Municipal Code reguires that the Ciry conmibute to
SDCERS the amount that is determined by the a¢tuary®s annual actuarial valuation, and requires
amortization of past service liabilities over no more than 30 years®. “This is similar to the
stantory funding premise in Wilson, above. Sez 52 Cal.App 4"’ £1122.

> The Municipal Coda (section 24 0801) Tequires that the Clty make contribrions o SDCERS as
iollows:

S
E .
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Financial integrity and securirty are issnes of fact - See e.g. Wzlson. 52 CalApp4™ ar 1139,
Claypool, 4 Cal. App.4™ a1 672. fa 7. Therefore, in makmcr a decision with respect io the-
proposed amendment 1o the Manager’s Proposal, the Board should gather and examine al] -
relevant facts, obtain the advice of its actary and investmenr advisor, and evaluate the proposal
inzelation to the requirement to maintain the financial integrity and-security of -SDCERS. A: -

. court would 1Ike1y review any decision bythr: Board to see if there was substantl.al actnanal

— ———-

. C:?_rcorz_zn . Contra Cb.-rta Cozmg»Em_playees _Retzremenr Board, 60 Call s

—.

l

evidence to support ‘theJBoard’s decision. lean, 571 Gal.App A" at at 1139 FY _-3’

—_— .. A - . ~,
las — = L e T

. In :cewewmg ’the dirty of 2 retirément _p]an boazd, one courc noted that" Thrpmnary’dlny uf 4 'board

_isowed 10 its parhcxpams and the. consumuonal mandateusm-plane the needs'of Imnctpan'ls
above all vihers #nd thus jﬁnsure theﬁnanmzl mtegnty ofthe : assets placed.miis care | -
L 8, '94 L(1997).

o} or

r-_-— .-"

We hava  sei out B.DOVC tba far:rs availableto us asof the | datc uf fhis letier, .Iﬁaddmonalﬁc!s and T -
expert advice become avaﬂab’le 1o ‘thé’ Board,_th&se"also should_be conmdere&By ﬂle’BB'aI-& m
"_making its decision.

< =T = = T N

Commencing J uly 1, 1954 the City sha]l conmbute to thc ‘Refiremént Flmd n respect 1o
“members a percentage of eamable compensanon as dcte:mmed by the Svsuzm s Actuary
pursuant to the annnal actuadial evaluation required by Section 24.0901. Ths required
City contributions shall be determined sepamtely by the Acmary for Genﬁxar'\{ambers
and Safety Membezs

All deficiencies which may accrue as a result of the adopuon of any section in the
Retirement Ordinances must be amortized over a period of thirty years or less. Any
amount designated pursuant to Section 24.1203(b)(5) shall not constimre 2 c=nc1encw
within the meaning of this section.

Secrion 24.0901 provides the following:

The Board shall keep in convenient form such dare [sic] as is necessary for the acmarial
evaluation of this system as of June 30, 1954, and thereafier ar the end of periods not to
exceed one year it shall canise 1o be made an actarial valuation of the assers and
liabilities of the system, and at periods of not to exceed five years said Board shall canse
to be made a thorough actarial investigation of the mortality, service and compensarion *
experience of members and persons receiving benefirs, together with an acmarial '
.valuation of the assets and liabilities of the system.

e

ne
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3. What Fundine Ratio is '..He Avpproprate “Trigger™?

‘There is a substantial basis for concluding that the “floor™ or m;gc.ze;' fimding reto is the
incorrect focus with respect 1o deterrnining the Clty 5 contnbunons 10 SDCERS. Tms is the case
for several Teasons, drscussed below

First, the ﬁmdma Tatio -wﬂl vary substanﬁaﬂv based on different fantors In this regard, the City
contrals the benefit levels that are pmn:used mder SDCERS. Buit critical factors that affect the
funding ratio are outside anyone’s control, inclnding the economy, the capital mzu:kers the i

- - - Federal Reserve, Bank, and the employm"ntand retirement decisions of SDCERS members. The

finding ratio will- vary with all of these. Thereforé, if the Board wants to provide: the City with
predictable cnnm'butmnra.tes “the flmdmzmﬁo J5En mappropnate basis for Seifing a fimding
policy. Addmonally, such a method does not seeire scheduled contributions that are.connected
- to the costs ofbenefits accxuf:dfor City cmployees In any, given year (ie. this method :l'm]s to
cumect'ﬂna CrLy’ 5 cost of contubuuons fo samcesm&ared by amployecs m aymr)

Second, as can be seen inthe present smlanon, it aﬁ:ndmv ratlo is fhe tncgerfarﬂ:e ﬁmd.mg
obligation, there is a substantial chance that the trigger will be hit in sitrations when the
economy is net-doing well.. As now; sich 2 sitnation provides temptation for the City 1o request
additional alleviation of its funding obligations through a.'lower mgger. Whatever good curzent
intentions the City may have, if a “floor” would trigeer 2 balloon payrment, there is a substantial
chance that the City will remamn again to SDCERS for another lowering of the floor. The very
fact that the City Manager stared the City’s good intentions in 1996, and the City’s inability 1o
act 10 meet those intentions now, is evidence that this situation can recur.

Third, 1o the exrent that we know of benchmarks that are used to measure adequacy of funding
for various purposes. they ‘probably are inappropriate for the current fact simadon For example.

-here are some funding ratio benchmarks:

125% funding ~ used under the federal 12 law to determine when Lhcr= iz ;uj::mem randmv 10
divert fiunds from a redrement system. '

99% funding — ﬁmdmw ratio under ERISA used to determine When addmonal conmibutons Imust
be made 1o certain privare sector plans.

90% funding - used as a contriburion “migger™ for one other large California public sector
retirement system.’

S:5TIL
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There are other questions similar to what is the appropriate funding ratio fora wigezr. For
example, if the Board approved 82.3% in 1996, could it have approved 75%in 19967 And if it
could havz done so, whar is the problem with moving 10 75% in 20027

-

There is 3 reasonable basis to ¢onclude that the Board could have approved a 75%.triggerin
1996”, based on the facts in effect at that time, if there were also 2 favorable report from the. _
Board’s actuary. However, the facts have changed; s discussed 4bove; and fmy decision ofithe

- Board in 2002 niiwst b prudent bastd on the'facts (ard the:ldw)dvailable 1o it nows Asdiscussed

T abb\;é;,tﬁg cunczrtfacf_s and the-opimion of the Board’s dctary do not-appart6’support farther
reliance on'a fanding fafio tigger, thuch lesSrednegitss & .. vrTLtl -

.I\.,-

Fx:rthczmq're, the proposed amendment 'would not only reduce the ﬂoqr tripgger, but would also

2. ;, Torther délayCity contribiitions: Moreover: deperiding bn the ciréumstances Aumer-the'pioposed .-

e

- R B HEF5 LS GF R fitndng TaTe trisger ay b iHapproptes The conrs havemideit clé5r

*“mmendment if cotld BeFaany years before'SDCERS fiinding ratitwas75% %ﬁﬁ?ﬁﬁp’rﬂp@sgd

amendment . . . R FoSrL T Zmimetve ¢

. that an attiafally s8inid’ dinnal eonfribufion isthe kéy elericiit i providing for the ntegrity and
sotndness of a retiremetit fund. ‘S€¢ Wilsion, 52 Cal. App. 4% it 1134+ 1135, ciing Califoriria

| Teachers dssnv. Coryt™ © - " SRR . P

4. Financial Integritv and Soundness is Established With Regular, Anoual Centribimions =

In 1996, the relevant cour: decisions were Valdes, supra and Claypool, supra. Both of these
decisions discussed the vesied right of public retirement system members to a refirement
program that is soundly funded, actuarially. Faldes at 785; Claypool at 672, fn7. Thereafter,

the Court of Appeal had the opportunity 10 again review a simation where the employer wished

1o avoid its then current comribution obligation. Wilson, supra.-In this case, the court
thoroughly reviewed the obligation of an employer to fund = retirement system on zn zcruarially
sound basis. The words of the court— and the quotations rhar it took from experts who provided
evidence 10 it — substantially strengthened the law with respect 1o funding. Here is what the
Wilson court said, in part ’

* “IThereis a vested right 10 *integrity and security of the course-of funding for the payment of
benefits.’ “52 Cal App.4™ at 1136, quoting from Valdes, 139 Cal App.3d ar 785.

- by fact, there was a shorr discussion at the jm:e 11, 1996 Board Workshop ofa 77.3% trigger
(15% below the then fimding tatio). However, this was not approved and there seemed to be no
desire on the part of 2ny Board member to adopt that ratio, -

:’ In Calg‘]’amz:a Teachers dssociation v. CU?.}’, the court noted that the disruption of annual

installments of reserves for normal cost is an invasion of the rust's reserve thar mpairs the
employe="s right o sound finding. See 155 Cal. App.3d 494, 507, 508 (3™ Dist. 1984).

Z45TLL
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o “The willingness and ability of the sponsor of a defined benefit pension plan 1o maimain this
‘orderly schedule’ [of conmibutions well in advance of banent ruqmr\.menrs] is the ngor
factor in the assurance of benefir secusity for retirses. . . . = 52 Cal. App. 4™ 1139 quoting from
the deciaration of 1h° PERS zactuary. : i -

-*“Underpinning both the normal cost calculation and the amortization of the 1mfimded accrued .
* actarial iability s an explicit assumption concerning timing of contributions. The
- importance of timing stems fromthe factthat a large pomon of a.mcmber.s benefit is ﬁmded
e by the investment earnings which are generaied by the. plan conm'buuonn Whenmomes are .
contributed later than expected, reduced eamnings result— thus c cmaimg a short&IL 52
" Cal App. 4™ at 1140, quotmg-&onrﬂme da:lamﬁon of the PERS actuary. :

~The Mumc1pal Code Jme]freco gmz&i “Lhe m—:ed for ﬁnancxal sonndnéss-_by gmuim,_.,, tb: .
‘Refirement Board the- ‘duty and raspc:nslbﬂlty to: set conm’bunons pnrsuantto the axmnal actuarial

evaluation. Secion24.0801.. . .. . _.. _ C e e . 'z..:.:.-f

.. The courts’. conglusions are suppoxted by other guldance:. ‘For.example, the. Gove:nmmtfmance

-Officers Association has szid that public officials should do The following: “Assmethat -
actuana]ly reqmr=d contributions.are collected by the pension plax on ahmely basis. deucttona
in or postponement of contibutions violates one of the basic principles of level percsni—of—
payroll financing and constitutes a real threat to responsible funding® GFOA Statement of
Recommended Practices for public pension plans, recommendation 3 concerning fimding.

It appears that there is a substantial disconnect between these rules and the proposed amendment
to the Manager®s Proposal, zs follows:

o Conuibutions curremly are less than the rate recommended under the acruarial valuation,
though this was approved because of the safeguard floor. However, the safegusrd would be
reduced under the proposed amendment.

o Currently, the funding stams of SDCERS has been adversely affected by conmibutons under
the Manager's Proposal, bur this was approved because of the safeguard floor. However the
safeguard would be reduced under the pmposed amendmem. ) ‘

e The City has not made any pr0posa1 0 cun:nﬂy, positively and matenaﬂv affect the funding '
stams of SDCERS with a reducrion in the safeguard floor.

e The City’s stams as a “borzower” from SDCERS appears 10 be diminished from its stétus in
1996 precisely becanse & is proposing a reduction in the safeguard floor withoir any
offsetring action that would increase SDCERS’ funding integrity and sectmity.

SDC006398
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" » SDCERS actuary was satisfied that the Manager’s Propasal met professional actuarial

standards, Jargaly becanse of the safegnard foor, However, he is not satisfied with the
proposed armendment 10 a substantial extent because the original safeguard floor is pot being
met and the facts inderlying the assumptions have changed. :

5. Possible Mitigation .

Seyeral.of the court decisions cited above dealt Wi infegiity o fmdiig b comteld of yasted.
nights?. Valdes, supras. Claypool, supra;aud Wilson, supra., Tn'this réspect. the courls hive. -

. indicated that the impatrment of the yested tight to 2 soundly furided Fefireincat systern cain be

mifigated by providing comparable new benefits that offset thé irmpainment. “While this-goserns

not governing with respect to the Boatd’s }equggbﬂiiy togqpmgsnﬂyﬁlﬁitﬁqﬁ govemning,
then each time that employer persuaded 2 Board to reduce’ coptributions; it conld avoid” ** - -
challenges by:increasing benefits, : That vonld not pass elemientary. actuarial eguirements. .
Tostea s sef outsirthe Mimioipel Code, whériyer DErER s e esbes e shodll e v

-
W w e et Smits S

_withrespect to the Impaiment of confract doctrine and may fmit the Cit$ ability, 10 act, it is

: . - P = - J P i = SSites ST Sy LT
© 3 ;_qu;s_igggc_q_rdg_npe;_-mthmﬂard‘a@ma_l_.p;g_qt;ge,;s_og_g;;ié’l cost s paid cretly andpast — -

Servce s s o an gt e SR i e e B e
under the Mimicipal Code. . . A o

However, there are possible mitigating actions that the Boaid: might wish to consider in'this
simation. Such actions would be based on the principle that the integrity and sormdness-ofa
Tetirement systemn requires current contributions on a level besis to cover both normal cost and
past service liability. For example, the Board might wish to consider a lower “wigger” point if
there were material increases in the City’s schednled contribuiions, so the funding level of -
SDCERS is-substantally swengthened on a current basis. Also, the Board might wish 1o ensore
that all benefits increases thar oceur in the fumire, and that have occued since 1996, are funded -
in accordance with section 24.0801 of the Municipal Code, which requires the contribution of
normal cost plus 30 vear amortizaton of past-service liabilites. (The City could agree thar no
further amendment 10 the Manager's Proposal will be proposed or made for a set aumber of-
years. except 10 increase the Ciry*s conmibution.) :

Amny such actions, however, should be based on the exercise of thorough due diligence by the
Board, which most likely will take additional time, Generally, the Board's actions with respect
0 establishing a funding policy must be based on a thorotich understanding of the facts, a
thorough evaluation and recommendation from SDCERS actuary, and consideration by the

Board of the consequences of its actions for the integrity and sécurity of SDCERS fimding status.

6. Role of Retirernent Board

9545711
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As it evaluates the facts and maliess Its fduciary decision, the Board may wish to consider clearly . -
defining its role with respect 1o tthe finding of SDCERS. : '

Under the proposal, benefits incresases arz “conditione¢™ on the Board accepting the proposed
amendment to the Manager's Proprosal. We are concerned thar this puts the Retirement Board
into the middle of the bargaining #ind benefit deterrination process. But the proper role of the
Retirement Board is 1o set the cspnzibution rate for the City and its employees and to administer
the program that is established bythe City, the plan sponsor. It is appropriate for the Retirement
Board to establish clear and actuzzially somd prmc1p1es thit it will adhers ‘to-with respect o
contributions to SDCERS®. Tt is##lso quite appropriate for thé Board to periodically restite these
pn_nmples so the Pal'hes T}Jg:neguﬁate benefits know exactly whefe théy stand < tespect-to-the
cost of any negomnons “Further;; within reason,; it is appropriate for the Board to offer the:
opinion of its actuary s to the e£Fect on comtfibution fates of parfienlar alte:mai:ve benefit

'formulasthatarebemgccmdc;e‘@bﬁhm' ooeR T RTRELEm AT RN

-"l ™

l-J.‘. S S T

e ST O b fa

However it is mappmpnzte forike. Czty 1o° putthe Board mto’théﬁoﬁﬁéﬁ of &ssentially =
accepting or.zej ectmg a pa:ﬁqlfﬁ"bﬂneﬁt stmcmxe'by ACCEpHAg ¢ Or TEjECHg a.pm’t!cular"
mod:ﬁcanon 10'the Clty’s cunmﬁamon reqhirerenits: THiS pits the Board “imito themiddle of -
benéfit detenmnanon and snegetes that sound acthimial prineiples should be modified to™-:
accommodate benefit increases. Aeither decision is within the role of the Board: Tn factif the
Board is put in this position, theg fhe bargaining parties would be basing benefir improvements
on a condition that is within the gentrol of an independent third party, the Retirement Board.
Further, the Board must act solef# in the interests of participants and zn act to protect the City
from difficult budger issnes is Eﬂ-ﬂ,ﬁblv not in forfherznce of the Board's fiduciary dury.

et E el

7. Risk

Under the facts as we understand 1hem., and for the reasons discussed above, it is our opinion thar
there is a marerial risk that if the Bard were to agrez 10 the proposed amendmenr 1o the
Manager's Proposal in its current form. and if this decision were challenged in couri. a court
would hold that the decision was 1101 & proper exercise of the Board’s fiduciary responsibilities
based upon the facis before the Beard and the acmarles opinion fo the conmary. A court would
Took at whether the Board had substantal evidence 1o sipport the propriety of its zcdons and
there iIs a material risk thar a couft would find such evidence lacking.

The remedies that might be ordezzd bj a court In such a simation are difficult 1o predict and
depend on the matre ofanv cha]jﬁnges presented to the court The response to possible

¥ Such prmc1p1es of course, coiild, 10 some extent, take into accoum CUTTEDt emEargency : ﬁnanmal
simations that the Ciry might face. A secondary duty mmder the California Constitation Is to.
minimize employer contriburionts. Cal Const Ast. VL Section 17(b).

SDC006400
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challenges could include some or all of the following: ordering the Board to reconsider its
decision: ordering members of the Board who were directly involved in the bargaining process

To recuse themselves om any reconsidered decision; ordering the permanent removal from the

Board of some or all ofits members; ordering the City to conmibute to SDCERS undér the terms
of the original Manager's Proposal plus conrributing lost earnings on that amount; imposing
personal liability on each member of the Board who voted to approve the proposed amendment;
and imposing personal lizbility on each member of the Board. ' *. ~ © :

kb e ook . BRI

Please call the undersigned if you have any guestions about this le;cter.. '

Very truly yoﬁrs.

Robert Blum

9343711
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... provided the Board with a history of the System and discussed realized gains. He
reported that the System has historically utilized earnings as a means to pay certain
benefits within the System. However, the Board is now faced with a situation where
the projected earnings for this fiscal year are far short of whar they have been over the
past ten years. He reported that the System’s high mark was in June of 1999, when
the System achieved $468 million in realized earnings. This year, Staff projects the
earnings will be somewhere berween $40 million and $50 million.™

During the spring of 2002, the City concluded labor negotiations with three of its municipal
unions. In the meet and confer process, the City agreed to increase the basic multiplier for retire-
ment benefits for general employees to 2.5% at age 55. Combined with the increase from 2.0 to
2.25% from the FY 2000 negotiations, this meant that the cost of the basic retirement benefit would
increase 25% over a two-year period. Labor and management also agreed that the City Manager
would propose to the SDCERS Board that it transfer $25 million from surplus earnings into a
reserve to fund the healthcare benefit in future years in which earnings were insufficient for this
purpose.

These new benefits were explicitly contingént upon the willingness of the SDCERS Board to
grant the City additional breathing room with respect to the MP1 funding floor. Specifically, for
the benefits to be implemented, the Board was required to lower the trigger level from 82.3% to
75% of actuarial assets. In the event that the new floor was breached, furthermore, the City would
have five years to ramp up to the full actuarial rate. Although in other contexts it attributed the need
for these concessions primarily to investment losses,” in its communications with the municipal
unions, the Manager’s Office emphasized the cost of pension benefits previously granted as
necessitating the proposed modification of the trigger provision. In a “Summary of the City’s Final
Position” sent to its municipal unions on May 9, 2002, the City stated:

Substantial benefit improvements granted by the City since the adoption of the “City
Manager’s Retirement Proposal” dated July 23, 1996 (Manager's Proposal) have
created additional unfunded liability to SDCERS that was not anticipated when the
City agreed to the “wrigger” provisions. Significant improvements in benefits are
contained in this three-year proposal. Consequently, the “trigger” provisions must
be adjusted as a condition of the City’s three-year proposal[;] therefore, this three
year proposal is contingent upon, and subject to, approval by the SDCERS Board of

abrupt changes in asset levels and, consequently, volatile contribution rates. Because the years that were about to fall our of this
calculation had provided strong retutns, the burden on the nex years would be that much greater. At the time the Board was
considering the second Manager’s proposal, the market value of System assets trailed their actuarial value by approximately $230
million. I4. at 18 (remarks of Mr. Roeder).

254

Minutes of SDCERS Special Board Meeting, at 1 (May 29, 2002).

255

Memorandum from Cathy Lexin and Elmer Heap to Mayor and City Council (June 14, 2002), supra; and Memorandum from

P. Lamont Ewell, Assistant City Manager, City of San Diego, to Mayor and City Council, Re: San Diego City Employees’
Retirement System Benefit Enhancements (Dec. 6, 2002).

80



Trustees of an adjustment to the “trigeer” provisions contained in the Manager’s
o J g8
Proposal.

Thus, the Board was again placed in a position of being forced to veto benefit enhancements
to System members should it decide the contribution relief that came attached to these benefits
unacceptably threatened SDCERS’ financial soundness. This came at a time when the Board was
increasingly concerned about the City’s failure to pay for benefits granted to SDCERS members.
The role played by SDCERS reserves in the growing gap between assets and liabilities was explicitly
recognized. Ata May 29, 2002, meeting of the Board, its president stated:

one of the other things that was called into question was whether it was a breach of
the Board’s fiduciary duty if the Board were to take'money from the reserve accounts
and move them outside plan assets for contingent benefits or other purposes that

didn’t provxde the funding of the benefits that the System is inherently responsible
for paying.®

i Mr. Vortmann, by this time a member of the SDCERS Board, expanded on this theme.

After noting with approval the Board’s efforts to formalize the status of certain contingent benefits,
he commented:

However, the Board must constantly reconcile [this effort] to the Board’s primary
" mission to insure [sic] there are adequate assets to pay off all the future benefits to
both current retirees and current employees when they become retired. The Board
needs to assure that the Board is getting the plan sponsor to contribute adequate cash
to the Plan the Board administers. For several years now, the Board has been
approving an actuarial report that has in its wording: the funding objective of the -
retirement system is to establish and receive contributions expressed as a percent of
active member payroll which will remain approximately level from year to year and
will not have to be increased for future generations of citizens. The Board adopts
this each year but doesn’t follow it. Every effort the fund has to pay a contingent
. benefit creates a bigger departure from achieving that funding objective. He stated
he doesn’t begrudge anybody any benefits. However, he is very concerned that for
various reasons the Board has continued to create a situation where the City is not
paying to the trustees of this Board the cost that the Ciry is incurring each year. The

City is purposely pushing out onto future taxpayer’s payments for services they are
incurring today.”

On the same day, Michael Uberuaga, who had succeeded Mr. McGrory as City Manager,
appeared before the SDCERS Board and stated that the City intended to seek a modification to

256

Memorandum entitled “City of San Diego Police Offices Association” (May 9, 2002) at 1.

257

Minues of SDCERS Special Board Meeting, at 6 (May 29, 2002) (remarks of Mr. Pierce).
Id. at 20-21 (remarks of Mr. Vortmann),

258
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CALIFORNIA CODES

GOVERNMENT CODE

1091. (a) An.officer shall not be deemed to be interested in a
contract entered-into by a body or board of which the officer is a
member within the meaning of this article if the officer has only a
remote interest in the contract and if the fact of that interest is
disclosed to the body or board of which the officer is a member and
noted in its official records, and thereafter the body or board
authorizes, approves, or ratifies the contract in good faith by a
vote of its membership sufficient for the purpose without counting
the vote or votes, of the officer or member with the remote interest.

(b) As used in this article, "remote interest" means any of the
following:

(1) That of an officer or employee of a nonprofit entity exempt
from taxation pursuant to Section 501(c) (3) of the Internal Revenue
Code (26 U.S.C. Sec. 501(c)(3)) or a nonprofit corporation, except
as provided in paragraph (8) of subdivision (a) of Section 1091.5.

(2) That of an employee or agent of the contracting party, if the
contracting party has 10 or more other employees and if the officer
was an employee or agent of that contracting party for at least three
years prior to the officer initially accepting his or her office and
the officer owns less than 3 percent of the shares of stock of the-
contracting party; and the -employee or agent is not an officer or
director of the contracting party and did not directly participate in
formulating the bid of the contracting party.

For purposés of this paragraph, time of employment with the
contracting party by the officer shall be counted in computing the
three-year period specified in this paragraph even though the
contracting party has been converted from one form of business
organization to a different form of business organization within
three years of the initial taking of office by the officer. Time of -
employment in that case shall be counted only if, after the transfer
or change in organization, the real or ultimate ownership of the
contracting party is the same or substantially similar to that which
existed before the transfer or change in organization. For purposes
of this paragraph, stockholders, bondholders, partners, or other

. persons holding an interest in the conttracting party are regarded as

.having the "real or ultimate ownership" of the contracting party.

(3) That of an employee or agent of the contracting party, if all
of the following conditions are met: '

(A) The agency of which the person is an officer is a local public
agency located in a county with a population of less than 4,000, 000.

(B) The contract is competitively bid and is not for personal
services.

(C) The employee or agent is not in a primary management capacity
with the contracting party, is not an officer or director of the
contracting party, and holds no ownership interest in the contracting
party. - :

(D) The contracting party has 10 or more other employees.

(B) The employee or agent did not directly participate in
formulating the bid of the contracting party.

(F}) The contracting party is the lowest responsible bidder.

(4) That of a parent in the earnings of his or her minor child for
personal services. ‘ -

(5) That of a landlord or tenant of the contracting party.



(6) That of an attorney of the contracting party or that of an
owner, officer, employee, or agent of a firm that renders, or has
rendered, service to the contracting party in the capacity of
stockbroker, insurance agent, insurance broker, real estate agent, or
real estate broker, if these individuals have not received and will
not receive remuneration, consideration, or a commission as a result
. of the contract and if these individuals have an ownership interest

of 10 percent or more in the law practice or firm, stock brokerage
firm, insurance firm, or real estate firm. ‘

(7) That of a member of a nonprofit corporation formed under the
Food and Agricultural Code or a nonprofit corporation formed under
the Corporations Code for the sole purpose of engaging in the
merchandising of agricultural products or the supplying of water.

(8) That of a supplier of goods or services when those goods or
services have been supplied to the contracting party by the officer
for at least five years prior to his or her election or appointment
to office. .

(9) That of a person subject to the provisions of Section 1090 in
any contract or agreement entered into pursuant to the provisions of
the California Land Conservation Act of 1965.

(10) Except as provided in subdivision (b) of Section 1091.5, that
of a director of or a person having an ownership interest of 10
percent or more in a bank, bank holding company, or savings and loan
association with which a party to the contract has a relationship of
borrower or depositor, debtor or creditor.

(11) That of an engineer, geologist, or architect employed by a
consulting engineering or architectural firm. This paragraph applies
only to an employee of-a consulting firm who does not serve in a
primary management capacity, and does not applly to an officer or
director of a consulting firm.

(12) That of an elected officer otherwise subject to Section 1090,
in any housing assistance payment contract entered into pursuant to
Section 8 of the United States Housing Act of 1937 (42 U.S.C. Sec.
1437f) as amended, provided that the housing assistance payment
contract was in existence before Section 1090 became applicable to
the officer and will be renewed or extended only as to the existing
tenant, -or, in a jurisdiction in which the rental vacancy rate is
less than 5 percent, as to new tenants in a unit previously under a
Section 8 contract. This section applies to any person who became a
public official on or after November 1, 1986.

(13) That of a person receiving salary, per diem, or reimbursement
for expenses from a government entity.

(14) That of a person owning less than 3 percent of the shares of
a contracting party that is a for- profit corporation, provided that
the ownership of the shares derived from the person's employment with
that corporation.

(c}) This section is not applicable to any officer interested in a
contract who influences or attempts to influence another member of
the body or board of which he or she is a member to enter into the
contract.

(d) The willful fallure of an officer to disclose the fact of his
or her interest in a contract pursuant to this section is punishable
as provided in Section 1097.. That violation does not void the
contract unless the contractlng party had knowledge of the fact of
the remote interest of the officer at the time the contract was
executed. -

’
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CALIFORNIA CODES
GOVERNMENT CODE

87100. No public official at any level of state or local government
" shall make, participate in making or in any way attempt to use his
official position to influence a governmental decision in which he
knows or has reason to know he has a financial interest.
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City of San Diego Municipal Code

CITY OF SAN DIEGO MUNICIPAL CODE / Chapter 2 Government / Article 7:
Elections, Campaign Finance and Lobbying / Division 35: City of San Diego Ethics
Ordinance / §27.3560 Financial Interest in Contract -

§27.3560 Financial Interest in Contract

(2)

(b

©

(d)

It is unlawful for any City Official to be financially interested in any
contract made by them in their official capacity.

It is unlawful for any contract to be made by the City Council or any board
or commission established by the City Council if any individual member
of the body has a financial interest in the contract.

For purposes of the prohibitions set forth above in subsections (a) and (b),
the term financial interest means any interest, other than a remote interest
as prescribed in California Government Code section 1091 or a
non-interest prescribed in California Government Code section 1091.5,
which would prevent the City Officials involved from exercising absolute

-loyalty and undivided allegiance to the best interests of the Cizy.

Any City Official with a remote interest in a prospective contract of the
City must disclose the existence of the remote interest to the body of the
board which the City Official is a member if that board has any role in

‘creating, negotiating, reviewing, or approving the contract; and the City

Official must abstain from influencing or participating in the creation,
negotiation, review, or approval of the contract.

(“Financial Interest in Contract” added 4-29-2002 by 0-19055 N.S.)

. American Legal Publishing Corp.
3
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2. NONOPT OUT CLASS AND NOTICE OF SETTLEMENT.

a. = Because the form of relief being provided by this settlement is'in the nature of
primary equitable relief for alleged 'actions that are generally applicable to the entire Settlement
Class the parties have agreed to settle in the manner of a "Federal Rule 23(b)(2)" settlement
which does not require that members of the Settlement Class recerve nottce of the class
certification and the opportunity to opt out of the Settlement Class. This provision is an integral
component of this Settlement. |

b. After the Court tentatively approves this Settlement SDCERS shall mail notlce of
the proposed Settlement to the Settlement Class, notrfyrng members of the Settlement Class of

their right to object to the settlement (the "Class Settlement Notice").

3. | SETTLEMENT CONSIDERATION

In con51derat10n of the release set forth below in Sect1on 4 and the other promises made

- herem the Partles agree as follows:

a. . The City’s Annual Contnbunons For Fiscal Years 2006 through 2008, and

Security for Performance of Charter Obhgatlons

Under the provrslons of Artlcle IX, Section 143 of the City Charter of the City of San
Diego (the “Charter”), the C1ty is obligated to contribute for .ﬁscal years 2006 through 2008 to
‘ SDCERS an amount derived from the rates calculated by the actuary for SDCERS in its annual
valuation and approved by the SDCERS Board of Administration (the “Contrihution Amount”).
The C1ty acknowledges its Charter obligation to pay the Contrlbutron Amount for fiscal years
2006 through 2008. Such obligations are expressly l1m1ted to future ﬁscal years 2006 and
beyond, and do not in any way create a Charter obligation to pay any amount gredter than the
City has already contributed to SDCERS for any fiscal year prior to 2006. Payment of the
Contribution Arnounts deseribed helow are in full satisfaction of the City’s Charter obligations
for each fiscal year. o A ' |

In addition to the terms set forth below, the City aé,rees.to provide coll.ateral to secure

payment of the annu.al eontribution obligation through Fiscal Year 2‘008.



Commencrng with the June 30,2004 Annual Actuarial Valuatlon the amoruzatmn penod
’ for the Unfunded Actuanal Accrued L1ab111ty (“UAAL”) will be reset to a new 29-year fixed
amortization period. The City’s Contnbutron Amount for Fiscal Years 2006, 2007 and 2008
only (the “Period”™), will be‘ based on the 29-year fixed amortization period reset as-of the June-
30, 2004 Annual Actuarial Valuation (i.e., the FY 06 Contribution Amount will be' calcuiated 4\
basedvon year 29 of a 30 year fixed amortrzation period, the FY 07 Contribution Amount wifl' be
calculated based on year 28 of a 30 year fixed amortization period; and the FY 08 Contribution
Amount will be calculated based on year 27 of a 30 year ﬁxed amortization period) After Fiscal
Year 2008 subject to any amendment to the Charter the City will remain obhgated pursuant to
~the Charter tocontribute to SDCERS an amount derived from the rates calculated by the
SDCERS actuary in 1ts annual valuatron and approved by the SDCERS Board of Administration,
and SDCERS may utilize any amomzatlon schedule it chooses, consrstent with Art1cle XVI
section 17 of the Cahforma Constltutlon and may 1mplement any new, drfferent or modlﬁed

- actuarial assumpt1ons, and /or funding methods, in consultatlon with its actuary, for purposes of-. o
| establrshing the City’s annual employer contribution thereafter. The parties acknowledge that

amortization schedules selected by SDCERS after Flscal Year 2008 may be cons1derably shorter . -

" than 30 years, in which event there will be a substantral Increase in the City’s contrlbutlon

' .amount. In calculating the contribution rates for the Period, the actuary will use the assumptions
. and PUC funding method included in‘the experience evaluation adopted by the SDCERS Board
at its February 2003 meeting. | o
For the purposes of this Agreement only, the Contribution Amount shall be exclusive of
the payments of employee contributions paid by the City, if any, employer contributions to
DROP, and any other additional contn'butions paid by the City on behalf of its employees.
Itis the parties’ intent to herewith provide for ¢ertain collateral to secure performance of ;
the City’s Contribution Amount through SDCERS?’ Fiscal Year 2008. The collateral w111 consist
. of real property owned by the City unencumbered (except by leases, easements or deed .

restrictions) and having fair market value (using the methods described in this paragraph) of at

[
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least $125,000,000.00 for each of SDCERS’ Fiscal Years 2006, 2007 and 2008, to secure

performance of the City’s Charter obligation to pay the Contribution Amount for these fiscal
years; for a total collateral amount of at least $3755000,00l).00. The City‘ shall select the
collateral that will be useéd to secure payment of the :Contribution Amount. The value of the
collateral will be hase(l on the property’s Hi‘ghesttand Best Private Use determined by Limited
Appraisal and Restricted Use Reports (the “Reports”) in accordance with the Umfonn Standards
of Professional Appraisal Practlce (“USPAP”), which Reports the Clty has provrded to. SDCERS.‘

The City heretofore has provided SDCERS with legal descnptmns assessor’s plat maps, current

- prehmmary title reports and a Limited Use Appralsal and Restricted Use Report for the parcels

comprising the collateral. The parties hereto have accepted each of the City’s parcels described ,
in Exhibit B hereto as the collateral descnbed above.

The Reports (descnbed below) contam the Limited Use Appralsed value of certain City -
propertles and, thus the partles recognize that others may seek to obtain or use the Reports for |
entrepreneurial purposes ‘not in the best interests of the City or its_ taxpayers. Itis ex’pressly
agreed that the Reports only state certain values for the purpose. of this settlement, and for no’
other reason whatsoever. The Reports and all drafts of such‘ Reports shall remain strictly .
eOnr'ldential.A Subject to the exceptions noted below in this paragraph for SDCERS,' no party or
then agents, ernployees, attorneys or appraisers shall release or disclose the Reports or the
content of the Report‘un‘less. compelledfto do so by lawful subpoena or court order. The Reports
are cornpn'sed of two documents: (i) a Report 'concerning collateral for Fiscal Year 2006 and
2008 (“Report A”); and (ii) a Report concerning collateral for Fiscal Year 2007 (“Report B”)
.SDCERS may release 6))] Report A to other th1rd partles only when reasonably necessary to
respond to inquiries or assertions concerning the value of the collateral for Fiscal Years 2006

and/or 2008; and (ii) Report B only in response to lawful subpoena or court order.



@ - Flscal Year 2006 Payment

To secure payment on or before July 1, 2005 of the Contnbunon Amount for Fiscal Year
2006, the Clty will execute, acknowl_edge, record and deliver to SDCERS, within 20 days ‘of the .
Court’s entry of a judgment approving the Agreement, a Deed 'of Trust in form and content as set
forth on Exhibit D attached hereto and incorporated herein By refefence (there being no Exhibif ’
. C). Within 20 calendar days after payment of the conﬁ'ibution amount for Fiscal Year 2006,
SDCERS will execute and deliver to the trustee under the EXhibif D Deed of Trust a request for

full recbnyeyance thereof.

(2) . Fiscal Year 2007 Payment | : ‘ o
To sectire ‘payment on or before July 3, 2006 of the Contribution Amoun’g for Fiscal Year
2007, City wiil execute, acknowledge, recox;‘d and deliver to SDCERS, y_vithin 20 days of the
Court’s entry .of a judgmenfapproving the Agreement, a Deed of Trust in.fonn and content as set
forth on Exhibit E a:ctached hed'eto and incorporated herein by referenee. Within 20 calendar days
after payment of the contribution amount for Fiscal Year 2007, SDCERS will execute and |

deliver to the trustee under the Exhibit E Deed of Trust a request for full reconveyance thereof.

(3) - Fiscal Year 2008 Payment

Tosecure paymenf on or oefore JuIy 2, 2007 of the Contribution Amount for Fiscal Year
© 2008, the City will exeoUte, acknowledge, recbrd and deliyer to SDCERS, within 20 days of the
Court’s entry of a judgnuent approving the Agreernent ‘a Deed of Trust in form and content as set .
' forth on Exhibit F attached hereto and incorporated herein by reference. Within 20 calendar days
after payment of the contnbutlon amount for FlscaI Year 2008 SDCERS will execute and

deliver to the trustee under the Exhibit F Deed of Trust a requeSt for full reconveyance thereof.



- (4)  Substitution of Collateral

(A) Condmonal right to substrfute collateral

So long as City i is not in default under any of its obhgauons to pay the Contribution
Arnounts speciﬁed above, or otherwise under the provisiOns of any of the four Deeds of Trust
given to secure perfor‘mance of those obligations, tlre City rnay, subject to the provisions and
. conditions set forth below, elect to substitute collateral held by SDCERS as security for payrnent

~ ofany F iscal Year’s Contribution Amount.

‘ '(B) Substitution procedure

Iﬂ at any time prior to July 1, 2007, City desires to make such a substitution of collateral,

City shall deliver to SDCERS’ Retirement Administrator a Deed of Trust (“Replacement Deed

- of Trust”) which is identical in fornr and content to that of the Deed of Trust encumbering the
collateral to be replaced (“Replaced Deed of Trust™), except that the Replacement Deed of Trust,
shall be dated currently and shall descnbe real property 1nclud1ng or consisting of real property
(“Replacement Collateral”) d1fferent than that described in the Replaced Deed of Trust

. (“Replaced Collateral”). Any request for substitution of collateral as described in this paragraph
shall be published in SDCERS" regular monthly meeting agenda and all ~infonnation pertalni‘ngl
to the substitution request shall be publicly announced by SDCERS at the next tneeting asan
agenda item. | | |

© Requests for reconveyance of Replaced Deed of Trust

SDCERS shall not unreasonably decline to request a full reconveyance of the Replaced
Deed of trust, it being understood that a refusal to request a full reconveyance will be deemed
reasonable only if the Replacement Collateral is encumbered (by other tllan leases, easements or
deed restrictions) or has a fair market value of less than that of the Replaced Collateral, or both
The deterrnmatlon as to whether the Replacement Collateral is encumbered (by other than leases
easements or deed restnctlons) or has a fair market value less than that of the Replaced Collateral
shall be made, on behalf of SDCERS, by its Retirement Administrator utilizing value_s current as

of the date on which the Replacement Deed of Trust is delivered. In the event SDCERS’



Retirement Admlnistrator determines‘ that the Replacement Collateral both is unencumbered (by4
other than leases, easements or .deed‘ restrictions) and has a fair market value equal to or greater

_ than that of the Repla'ced'Collateral, SDCERS shall request a full reconveyance of the Replaced '’ -
Deed of Trust immediately upon recordation and delivery to SDCERS of the Replacement Deed

of Trust

(D)  Resolution of disputes pertaining to reconveyance of Replaced
Deed of Trust

In the event City disagrees with any determination by SDCERS’ Retirement

'Admrmstrator that the Replacement Collateral is either encumbered (by other than leases,

. easements or deed restrictions) or has a fair market value less than that of the Replaced . -
Collateral, the matter will be subrmtted to a retired San Dlego Supenor Court Judge _]omtly
selected by the parties for binding arb1trat10n to be conducted pursuant to the provisions of
‘Part III 'Iitle 9 of the California Code' of Civil Procedure, with each party bearing its own

- attorneys’ fees and costs. In the event the arbrtrator deterrmnes that the Replacement Collateral
both is unencumbered (by other than leases, easements or deed restnctlons) and has a fair
market value equal to or greater than that of the Replaced Collate_ral, SDCERS shall request a |
full reconveyance of the Replaced Deed of TruSt immediately upon recordation and delivery to |
SDCERS of the Replacement Deed of Trust. In the event the arbitrator determines either that the
Replacement Collateral is encumbered (by other than leases, easements or deed restrlctlons) or
that it has a fair market value less than that of the Replaced Collateral SDCERS shall not be

- requlred to request a full reconveyance of the Replaced Deed of Trust

(5) ' Foreclosure on Collateral

~ The Deeds of Trust , and the obligations they secure, are not cross-collateralized;
accordmgly, SDCERS may foreclose under a Deed of Trust only in the event the Clty fa1ls to
timely pay the full Contnbutron Amount for the partlcular fiscal year mentioned in the Deed of

Trust , and only to the extent of the falled payment(s) due and owing at that tlme



o

A /

SDCERS acknowledges it has no right to receive rents or profits generated by the real
: property comprising the collateral absent default i in the payment secured by any deed of trust .
containing an assignment of rents and profits.

b. . Termination of Prior Contribution Agreements.

Upon ﬁnal approval of this Agreement by the Court the contrlbutlon agreements
' between the Clty and SDCERS known as Manager s Proposal I and Manager S Proposal 11 shall

termmate, and be of no further force or effect.

c. Repeal of’l"ortions of San Diego Municipal Code Section 24.0801

Within 120 days of the Conrt"s entry ofa final order approving the Agreement, the City
shall repeal those portions of "San Diego Municipal Code Section 24.0801 enacted November 18,
2‘002‘which specify ﬂtat rates the City pays are as agreed to in the governing Memorandum of-
Understanding between the City and SDCERS. The-City may enact other lawful enabling “
ordinances as appropriate so long as such ordinances are not inconsistent with this Agreement or
the Charter.

'd SDCERS’ Legal Opinion. -

Prior to execution of this Agreement, SDCERS will (a) have obtained an opinion frorn a
lawyer that the security instruments and collateral securing the Clty ] Contnbutlon Amount
: descnbed above comply w1th all apphcable laws, mcludmg Article VII Sectlon 99 of the
Charter and (11) that the security will be a vahd and enforceable security obligation and duly
perfected security interest, or (b) will have eerttﬁed that SDCERS is unable to obtain an epinion -
| on those snbjects. The City shall pay the actual cost of obtaining the opinion (up to $100,000.00
and no more, billed separately from any other opinions). However SDCE.RS." inabi'lity to obtain
an opinion on the subjects shall not be a condition in any respect to this Settlement Agreement.

e. Stipulated Non Opt Out Settlement Class.

All partles stipulate to class certlﬁcatlon ofa “non opt out” class for purposes of

settlement only. The settlement embodled herem applies to all members of the class i in Gleason,
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GABRIEL, ROEDER, SMITH & COMPANY

. Consultants & Actuaries

February 4,2005 . " CONFIDENTIAL.

Ms. Deb’ré Berger
City Attorney’s Office
San Diego, CA 9201

Mr. Bruce Herring
City Manager’s Office
.San Diego, CA 92101

- Dear Débra and Bruce,

At the requiest of SDCERS, we are prov1d1ng you some of the information rela‘ung to cost
. requests that were made last week.

‘We have de51gnated 1equests made by the City manager S Ofﬁce as (“CM”). Requests initiated
by the City Attorney’s Office are d681g11ated as (“CA”). Numbering pertains to the request lists
submitted by the two ofﬁces - : :

U;ﬂess indicated otherwise, all percents are applied to active member payroll. DROP members

. are not considetred part of active member payroll. Unless indicated otherwise, the assumptions
.and benefits used are consistent with those used to determine computed rates in the 2004

+ actuarial-valuation report.

" In our financial projections, we are using the following amortization periods:

FYE , . Years
2007 28
2008 27

2009+ 15

Due to the one- y.ear contribution lag, FYE 2007 will corresbond to the June 30, 2005 valuation.

9171 Towne Centre Drive & Suite 440  San Diego, California 92122 e 858-535-1300 & FAX 858-535-1415

Where we show June 30 dates, the unfunded 11ab111ty (“UAL”) and the funded ratio. will be
- shown as of that date without reflecting any “lag.”



2. ' " February 4, 2005

All contribution dollar amounts, in tables, will be éhown as millions.

I8

#11aCM (“ Contingent Corbett”). Analyze unpact of 1nclud1ng Corbett contmgent benefits , -
in liabilities. .

If the 7% allowances to de31gnated class of retirants and deferred vested members as of June
30, 2000, is explicitly included in the June 30, 2004 actuaual valuation, we estimate the
following impacts:

§

Increase in contribution rate ‘ +0.66% (up to 27.52% from 26.86%)
Increase in accrued liability - $63 milliou
New funded ratio - - 64.7% (65.8% in valuation)

Estimated increase in FY06 contribution ~ $3.8 million

GRS is on record as favoring éxplicit recognition of this liabilify.f.ih'th,e valuation.” .7

CM also asked what the impact of the following alternate treatment would be if “contmgent”
C01bett were instead to be paid directly from City fLmds for FYOS ) ' $5.6 million.

#6CA and #5CM. Eliminate DROP. The biggest cost imipact attributable to DROP is the

change in retirement age selection caus.ed by DROP. In the valuation, we treat a DROP member

as equivalent to a retiree currently in pay status. A major problem: we.cannot isolate the impact -

of DROP in this regard. Thus, the impact of DROP is unknowable due to other significant

factors (ie, multiple changes in benefit formulas and 90% benefit cap) also potentially impacting
- changes in retirement incidence since DROP implementation.

However, since that very true answer is llkely to be unsatlsfactmy to various part1es we have
made a very rough guesstimate that the total p1esent value of benefits might increase for a
pa1t101pant in DROP by 2-3% relative to a non-DROP scenario. However, some of the increase
in the DROP could arguably be attributed to the benefit cap.

Ifa member h1ts the 90% cap, the member W1ll usually have l1ttle incéntive not to DROP, Is the
added cost here due to the DROP or to the presence of the 90% cap? Itreally is a combination of
the two factors. This figure is inclusive of the 3.05% contribution made by the City. Such

. contribution is not part of the computed rate we calculate in the actuarial valuation report.

<

GABRIEL, ROEDER, $MITH & COMPANY -
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- The only reason that we are-attempting this guesstimate is to give parties some initial idea as to
+ general magnitude.
For the eight plan‘years, since DROP inception, endmg on June 30, 2004 retirants were

classified as follows:

Service Retirants 708 (30%)

DROP 1,378 (58%)
Disability 284 (12%)

CTotal . 2,370 (100%)

Our “high end” guesstimate is based on the following éssumptions:

3% average increase in the present value (and, therefore also in the accrued hablhty) of a
benefit due to DROP

1

_ 60% probability of a future retiree gomg into DROP

After elimination of DROP .the City would be willing to pay the 3.05% DROP ‘monies .
directly to SDCERS to help pay down the unfunded liability. '

This assumes that all accrued liability increase is amiButed to DROP and not to other °
. factors such as the 90% cap. ThlS we see this analysrs as bemg at the “hlgh end” ofa

debatable range

 IfDROP were ehmmated in 2007 prlor to June 30, the first year of ﬁscal 1mpact would be
- FYE2009. : ~

Scenario #1 High End of Guesstimated Financial Impact

June30  UAL Contribution  Funded Ratio -
Reduction . Decrease ~Increase
FYE
2009 - $62 073% $48 - 0.7%
2013 74 084 65 05

2018 93 - 0.84 8.0 0.3

GABRIEL, ROEDER; SMITH & COMPANY
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- This “high end” assumes a 51gn1ﬁcant one-shot increase in 11ab111ty for FYE 2009.- In practice,
this will only happen if the Retirement Board elects to change retirement assumptlons pursuant
" to our experience investigation study this spring.

At the low end of the guesstimate range, we believe DROP costs 1o less than the 3.05% City
contribution to DROP accounts each year. As of June 30, 2004, annualized DROP allowances

were $41.9 million. In FYE2004, the Clty S contrlbutlons on behalf of DROP members were
$1.57 million.

Scen'mo #2 Low End of Guesstlmated Financial Impact

June 30 UAL Contrxb‘u‘tlon _ Funded Ratio

Reduction Decrease Increase
" FYE i
. i !
2009 - $6 0.02% $0.1 0.1%
2013 ' 15 0.12 1.0 .01
2018 - ' 29 0.22 21 02 7

~ Our best professional Judgment is that the impact of DROP is somewhere in the middle of the
two Scenarios. This:judgment may change after this spring’s Experlence Investlgatlon is -
- completed. : .

If DROP is eliminated, active member payroll will increase. Tlns will have differing unpacts on
the normal cost and amortlzahon calculations. :

_ #11b CM. Estimate the amount of additional monies would be needed as of 7/1/05 to achieve a
funded ratio of 85% and 90%:

. Fe}" 85%: $837 inillioh contributed as of July 1, 2005.

For 90%: -$1.058 billion contributed as of.July 1, 2005.

Estunate the added contribution, made both at 7/ 1/05 and 7/ 1/06 to achleve a funded 1at10 of
85% and 90% as of 7/1/06: :

For 85%: $413 million contributed both at July 1, 2005 and July 1, 2006. -

For 90%: $529 million contributed both at July 1, 2005 and July 1, 2006.:

GABRIEL, ROEDER, SMITH & COMPANY :
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. Estimate the added contribution, made at 7/1/05 and 7/ 1/06 and 7/ 1/07, to achieve a funded ratio
'0f 85% and 90% as of 7/1/07:

For 85%: $272-million contributed on all three dates.
For 90%: $353 million contributed on all three dates
#4b CM. The Clty will maintain existing contnbu‘uons for plckup Employee pick ups will be
reduced by 2.5% and 5%, respectively, as of July 1, 2005. There would be no immediate impact
on unfunded accrued liability (“UAL”) However, the City would apply such payments to pay
down the UAL : .
‘Scenario #1: 2.5% Pick Up Reductions

Funded Ratio

June 30 UAL Contribution
Reduction Decrease Increase
. ‘FYE .
© 2006 16 .. 0% -$0 . 03%
2007 34 0 0 0.6
2008 53 0.16 1.0 0.9
. 2010 90 072 ... 49 1.3
12015 ;- 1.67 14.1 1.8

194
Scenario #2: 5% Pick Up Reductions

UAL

June 30 . Contribution Funded Ratio
Reduction Decrease Increase
: ‘ FYE
2006 32 0% $0 0.5%
- 2007 67 .0 Q.. 12
- 2008 - - 105 032 20 0 1.8
2010 4181 144 - 98" - 26
2015 387 - 3. 35 28.1 3.7

We have assumed that 2% of the i increase in out- of-pocket employee contributions w1ll
ultimately be paid out in refund

GABRIEL, ROEDER, SMITH & COMPANY
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#1CA. Reduce current benefit multiplier for active employees only by 0.25% per year of
. benefit service accrual while keeping other benefit option multipliers intact. Certain benefit
» formulas were “grandfathered” prior to subsequent benefit changes. For completeness, we have
+ done this analysis with and without the 90% benefit cap. This cap was put in for Safety at the
same time DROP was created. The 90% cap for General employees occurred more recently.
For this purpose, we-assumed the change occurred as of the June 30, 2004 valuation date.
Scenario #1: Maintenance of 90% Cap
Decrease in contribution rate A Normal Cost - -0.86%

Amdrtization . -0.70% -

Total . -1.56%

Decrease in accrued liability _ $72 million
New funded ratio. - 4 67.0% (65.8% in valtuation).

Estimated decrease in FY06 contribution ~ $9.0 million

Scenario #2: Elimination of 90% Cap
Decrease in contribution rate - Normal Cost ~ -0.76%

Amortization  -0.59%

T otai- : -1.35%
- Decrease in accrued liability N o $6-1 million -
New funded ratio o 66.8% (65.8%.in“' valuation)

Estimated decrease in FY06 contribution  $7.8 million

‘GA.BRIEL, ROEDER, SMITH & COMPANY
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" #2CA. Reduce current benefit mulﬁpﬁef for active employees only by 0.50% per year of
-benefit service accrual while keeping other “grandfathered” benefit option multipliers intact.

This will produce the same cost as the 0.25% stLtdy due to the grandfathered benefit options.

Today, we were also asked by the City Attorney’s office to calculate the impact if the
“grandfathered” options were elnmnated by both multiplier reductions. We will shortly finish
this study.

#7 CA and #11aCM (13th check). Impact of fundmg “1"“‘ check” or eliminating “13™ check as -
of 7/1/2005.

E We have assumed-that the City portion of the 13" check will be roughly $3.9 million for
.. 'FYE2004. This amount has been very stable in recent years w1th total payout increases typically .-
in the 3% aréa per annum. = - :

. There would be no immediate impact, on the UAL We Would have evaluated the ﬁnan01al
1mpact as follows :

June30  UAL - ~ Contribution Funded Ratio

Reduction Decrease Increase
: - . FYE :
. 2010 29 ~0.27% - $1.8 - 04

2015 5 . 050 4.2 05 .,

I

#11dCM. Evaluate impact of changing amortization period from closed 30 yea1 ﬁnancmg to 15
years. This addresses a change in amortlzatlon period changes from 27 years for FYE2008 to 15
years in FYE2009. : '

As a result, the1e would be a s1gmﬁcant increase in the C1ty contribution.

In this analysis, as in others, the City contrlbutlon excludes both DROP and p1ck up
contributions, unless specifically addressed. :

Projected 2008 City contribution: $184 million
Projected 2009 City contribution: . . $245 million

‘GABRIEL, ROEDER, SMITH & COMPANY

v



O be$196 rnllhon

If there was a 26 -year amortization period for FYE2009, the pro;ected City contrlbutlon would

-8- ‘February 4, 2005 '

- #5CA 'and #10CM. Rate structuie to ensure cost neutrallty of service pulchase program. :
The new rate structure adopted by SDCERS in 2003 will greatly reduce the level of subsidy after -
June 30, 2005, By such date, SDCERS staff has indicated that processmg will be complete for
the large number of app11cat1ons before the former rate structure was changed. R

Sincerely,

_ Rick A. Roeder, EA, FSA, MAAA

. GABRIEL, ROEDER, SMITH & COMPANY -



8- . February 4,2005 .

#SCA and #1 OCM Rate structure to ensure cost neutrality of service purchase program

.. The new rate structure adopted by SDCERS in 2003 will greatly reduce the level of subsidy after
June 30, 2005. By such date, SDCERS staff has indicated that processing will be complete for -
the large number of applications before the former rate structure was changed.

Sincerely,

-WM

Rick A. Roeder, EA, FSA, MAAA

GABRIEL, ROEDER, SMITH & COMPANY
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